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EXECUTIVE SUMMARY
TUCSON ELECTRIC POWER COMPANY

DOCKET no. E-01933A-07-0-02
DOCKET NO. E-01933A-05-0650

Mr. Antonuk's testimony presents Staffs recommendation regarding the rate setting
method that the Commission should choose to determine the generation component of Tucson
Electric Power ("TEP") rates. Staff recommends that the Commission adopt the cost-of-service
method at this time.

Mr. Antonuk discusses the three alternatives that TEP has presented to set the generation
component of its rates: "market," "hybrid," and "cost-of-service." Under the market alternative
the generation component of TEP's rate would be set by a market proxy rather than actual costs
Under the hybrid alternative, TEP would remove two of its high value generating assets from
rate base and retain all profits associated with sales from these assets into the wholesale market
(or to itself to serve retail load). TEP would then provide generation to its retail customers based
its cost of service, which would include the additional costs of replacement power from the
wholesale market. Under the "cost-of-service" alternative, TEP would begin by setting the
generation component of rates using traditional cost-of-service principles. However, it would
depart completely Horn those principles by requiring that customers compensate TEP for $788
million in "lost revenues" through a Termination Cost Regulatory Asset Charge ("TCRAC")

TEP bases its claim of lost revenues upon a perceived "r ight" under the Settlement
Agreement to charge market-based rates for generation at the expiration of the agreement. The
company maintains that if the Commission continues to set rates pursuant to cost-of-service
ra temaking,  TEP will have suffered financia l harm due to the ra te morator ium under  the
Settlement Agreement. TEP an*ived at its $788 million claim by extrapolating through to 2008
the shortfall in year 2003 revenues that it presented in the 2004 proceeding

Mr. Antonuk states that, in practical terms, the hybrid and market alternatives are no
more than alternative approaches for TEP to recover the losses it allegedly experienced under the
Settlement Agreement. The company's market alternative merely attempts to trade recovery of
$788 million in alleged lost revenues in TEP's cost-of-service alternative for the ability to charge
far  more for  generation service than TEP's actual cost  of service. The hybrid alternative
attempts to trade the $788 million in lost revenues for the ability to retain all future revenues and
profits associated with the Four Corners arid Navajo generating units. He concludes that the two
proposals simply raise rates and resulting TEP profits by continuing the company's dominance
as an incumbent monopoly and by allowing it  to unjustly reap the benefits of its low-cost
generating assets

Mr. Antonuk states that if one views TEP's alternatives in the proper context, the cost-of
service approach is clearly preferable, meeting the criteria for just and reasonable rates and for
safe and reliable service at the lowest possible costs, as well as other public interest concerns
Excluding the TCRAC, the company's rate projections under the three alternatives clearly
demonstrate that cost-of-service is the most reliable and lowest cost option. TEP's proposals



load the  cos t-of-se rvice  a lte rna tive  with conside rable  baggage  over the  short- to mid-tenn, i.e ., in
the  amortiza tion of a  mass ive  regula tory asse t through the  TCRAC. Because  the  company's  los t
revenue  cla im has  the  potentia l to s ignificantly change  the  nea re r te rm economic impacts  of the
a lte rna tives , Mr. Antonuk s tresses  the  importance  of subj ecting tha t cla im to close  scrutiny.

Mr. Antonuk found tha t TEP 's  cla im tha t it s hould re cove r $788 million due  to ha rm
suffe re d unde r the  S e ttle me nt Agre e me nt wa s  without solid founda tion, a nd tha t the  a na lys is
supporting the  cla im was  subs tantia lly flawed. Specifica lly, the  company:

a ) a rtificia lly trunca ted its  ana lys is , having fa iled to recognize  the  bene fits  to TEP during the
early years  of the  se ttlement period

b) a rrive d a t its  $788 million figure  by ina ppropria te ly us ing 2003 da ta
c) ma de  no e ffort to a ddre s s  the  a djus tme nts  propos e d by S ta ff a nd othe rs  to 2003 da ta

during the ir reviews in the  2004 proceeding
d) compounded the  e rrors  it made  in its  ana lys is  of 2003 da ta  by s implis tica lly extrapola ting

its  cla imed 2003 shortfa ll through to 2008 ra ther than basing it on a  year-by-year ana lysis
e ) fa iled to take  into account the  $656 million of fixed CTC revenues  it re ce ived
f`) fa iled to analyze  any benefits  to TEP of regula tory boo1d<eeping changes
g) ga ve  no cons ide ra tion to wha t its  profita bility would ha ve  be e n ha d a  truly compe titive

marketplace  emerged
h) fa ile d to ta ke  into cons ide ra tion the  be ne fit to TEP  during the  s e ttle me nt pe riod of a

hypothe tica l capita l s tructure
i) bre a che d its  duty to  fu lly cons ide r, a nd us e  if a ppropria te , s e curitiza tion  to  re duce

customer costs  under the  Settlement Agreement.

Mr. Antonuk a na lyze d the  pote ntia l ove r-e a rnings  to the  compa ny in the  e a rly ye a rs  of
the  s e ttle me nt pe riod, 1999 to 2002, by compa ring a ctua l O&M a nd ge ne ra tion fue l e xpe ns e
ra tes  to those  in the  compa.ny's  frozen ra te , which was based on a  1994 tes t year. He  found tha t
these  ove r-eamings  in ea rlie r yea rs  would e limina te  approxima te ly 85 pe rcent of the  company's
cla imed ha rm. He  concluded tha t if one  takes  into account these  ove r-ea rnings , a long with S ta ff
a nd RUCO a djushne nts  to the  2003 te s t ye a r ope ra ting income  in the  2004 proce e ding, TEP
appears  to have  suffe red no financia l ha rm, and may we ll be  ahead financia lly a s  a  re sult of the
Settlement Agreement

Mr. Antonuk a lso discusse s  othe r e vide nce  of the  compa ny's  fina ncia l we ll-be ing unde r
the  Se ttlement Agreement. Supporting evidence  of TEP 's  ability to ea rn supe rior re turns  during
the  e a rly ye a rs  of the  s e ttle me nt pe riod include d: (a ) subs ta ntia l growth in re ta il s a le s  both in
number of cus tomers  and usage  pe r cus tomer, b) consis tent and la rge  reductions  in O&M costs
c) reduction in inte res t expense  through the  e limina tion of ve ry expensive  debt us ing s trong cash
flows, and d) repeated and large  increases in wholesale  revenues from sales of excess genera ting
capacity. He  a lso s ta te s  tha t, despite  cla ims  of extreme  financia l ha rdship unde r the  Se ttlement
Agreement from 2003 onward, UniSource  and TEP 's  public s ta tements  show continuing s trong
fina ncia l re s ults . The  compa ny's  fina ncia l he a lth during tha t pe riod wa s  a ls o re cognize d by
othe rs . For e xa mple , The  Edis on Ele ctric Ins titute  pre s e nte d to UniS ource  its  a nnua l Inde x
Award for outs tanding sha reholde r re turns , commending the  company for its  172 pe rcent re turn
over five  years
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1 INTRODUCTION

2 Q- Please state your name, occupation, and business address.

3

4

My na me  is  J ohn Antonuk. I a m the  P re s ide nt of The  Libe rty Cons ulting Group. My

business  address  is  65 Main Stree t, Box 1237, Quentin, PA 17083.

5

6 Q- Please describe your educational background and professional experience.

7

A.

A. I received a bachelor's degree with honors from Dickinson College and a law degree with

honors from the Dickinson School of Law. I have over 30 years of experience in the

utility industry and in utility regulation. I began my career in 1975, in the office of the

General Counsel of the Pennsylvania Public Utility Commission, addressing a variety of

energy and telecommunications matters. I then moved to Pennsylvania Power & Light

Company, a large Northeastern electric utility, where I served first  in the Legal

Department. Later, I became the head of the Services and Facilities Section of the

Regulatory Affairs Department. I served as a primary liaison for the company with the

staff and members of the Commission and I handled a wide variety of administrative

litigation. I left the company around 1981 to begin consulting. I worked for a number of

years as the manager of the regulatory consulting practice for a Finn (Management

Analysis Company) with a nationwide utility industry client base. I was one of Liberty's

founders in 1987 and I have sewed as its president for many years. I have led the Finn's

utility regulatory commission practice since it began around 1990. I have managed or

directed more than 150 engagements for utility regulatory commissions or their staffs

Liberty's utility regulatory practice extends to 37 U.S. jurisdictions and a number in

Canada as well
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1 Have you participated previously in state commission proceedings?

2

Q,

A Ye s . I ha ve  be e n e nga ge d in ma ny s ta te  utility re gula tory proce e dings  in the  e le ctric

na tura l ga s , a nd te le communica tions  indus tnle s  in my time  a s  a  utility consulta nt. Much

but not a ll of it ha s  been on beha lf of commiss ions  or the ir s ta ffs . I have  se rved a s  a  s ta ff

witne s s , a n inde pe nde nt witne s s  a ppe a ring on the  commis s ion's  be ha lf, a  contra cte d

adminis tra tive  law judge , a  facilita tor, an a rbitra tor, and a  commiss ion advisor. Appendix

A to this  tes timony describes  my roles  in such proceedings  in more  de ta il

9 Q Please describe the business of The Liberty Consulting Group

10 A Liberty is  a  management consulting firm tha t has  been se rving regula tors  and managers  in

the  utility indus trie s  for 20 ye a rs . Libe rty ha s  pe rforme d clos e  to 300 utility-indus try

engagements Libe rty's experience include s work involving energy and

te le communica tions  utilitie s  a cros s  the  country. Libe rty ha s  pe rforme d or is  pe rforming

subs tantia l engagements  for utility regula tory authoritie s  in two thirds  of the  s ta te s  and a

numbe r in Canada. The  jurisdictions  include

Arizona Hawaii Minnesota North Ca rolina Uta h

Arkansas Ida ho Mississ ippi North Da kota Vermont

Colorado Illinois Montana

Connecticut India na Nebraska Oldahoma

Delaware New Hampshire Oregon

Virginia

Washington

Wyoming

Albe rtaDis trict of Columbia Ke ntucky

Florida Maine

New Jersey

Ne w Me xico

Pennsylvania

South Dakota Nova Scotia

Georgia Ma ryla nd Ne w York Tennessee Onta rio
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1 Q- Pleas e  des cribe  Liberty's  e lec tric  utility res truc turing experience .

2

3

4

5

6

7

Libe rty pla ye d a  ce ntra l role  in ne gotia ting the  a gre e me nts  tha t produce d the  ope ning of

the  marke t of New Hampshire 's  dominant ene rgy utility, Public Se rvice  Company of New

Hampshire , which se rves  most of the  s ta te 's  e lectric utility cus tomers . Libe rty advised the

Ad min is tra tive  La w J u d g e  re s p o n s ib le  fo r co n d u c tin g  s ta te -wid e  e le c tric  u tility

re s tructuring proce e dings  in De la wa re . Libe rty a ls o s e rve d a s  a dvis ors  dire ctly to the

Dis trict of Columbia  P ublic S e rvice  Commis s ion a s  it re s tructure d its  e le ctric  u tility

8 sector.

9

1 0 Q, Please describe Liberty's recent experience in Arizona energy utility matters.

11

12

1 3

1 4

1 5

1 6

1 7

Libe rty s e rve d the S ta ff a numbe r of ye a rs  a go in conne ction with the  propose d priva te -

e quity inte re s ts ' a cquis ition of UniSource . Tha t work involve d, a mong a  numbe r of othe r

issues , the  2004 ra te  examina tion and the  assumptions  made  by the  applicants  about the

sufficie ncy of e xis ting ra te s  into the  future . More  re ce ntly, Libe rty e xa mine d in de ta il the

fue l and ene rgy cos ts  and revenues  of Arizona  Public Se rvice  ("APS"). This  examina tion

included a  review designed to compare  the  off-system purchases  and sa les  of a  number of

re giona l u tilitie s  with  thos e  of AP S . Tucs on Ele ctric P owe r ("TEP ") wa s  a mong the

utilitie s  include d in this  re vie w.1 8

1 9

20 PURPOSE OF TESTIMONY

2 1 Q- What is the purpose of your testimony in this case?

22

A.

A.

A The  purpos e  of my te s timony is  to pre s e nt S ta ffs  re comme nda tion re ga rding the  ra te

se tting method that the  Commission should choose  to determine the  genera tion component

of TEP 's  ra tes  in this  proceeding
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1 SUMMARY OF TESTIMONY

2 Q, Please summarize your testimony.

3 TEP offers three rate-setting methods for the generation component of its rate: cost of

4

5

6

service, market, and hybrid. Staff recommends that the Commission adopt the cost-of-

service method at this time. Given TEP's position in the market as a dominant provider,

the traditional cost-of-service model of ratemaking is best suited for detennining its rates.

7

8

9

10

11

12

13

1 4

15

16

17

Cost-of-service pricing has a long and successful record in the U.S energy utility industry.

It has proven over time to provide an effective means for meeting the overriding goal of

regulators, which is to assure that, over the long term, utility customers have safe and

reliable access to critical services at economical prices. Meeting this goal requires that

utility service providers have a meaningful opportunity to recover their  costs,  which

include a reasonable return on the investments they have devoted to providing service to

the public. Many states have decided over the past decade or so to allow the marketplace

to have an increased role in setting energy utility prices. The resulting pricing regimes

have depended on the introduction of competitors that formerly either did not exist, or did

not compete, in what had essentially always been closed markets.

18

19

A.

No jurisdiction of which I am aware has sought to introduce competition without believing

that it would provide economic benefits to customers. Nonetheless, the development of a

robustly competitive marketplace has been, across the country, an uncertain proposition at

best. In TEP's Arizona markets, however, there is no uncertainty, competition simply has

not come to pass, nor does it appear that it has any material prospects of doing so in light

of current conditions and great uncertainties about the nature ability to meet growing

energy needs. Under these circumstances, Staff concludes that cost-of-service ratemaking

continues to be appropriate for TEP at this time. Furthennore, Staff concludes that TEP's

Certificate of Convenience and Necessity ("CC&N") should be regarded as exclusive
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1

2

Eve n if it we re  de s ira ble  to de ve lop a  compe titive  ma rke tpla ce  in TEP 's  se rvice  te rritory,

the  company's  so-ca lled "marke t" and "hybrid" proposa ls  would not advance  such a  goa l.

3

4

The y would s imply ra is e  ra te s  a nd re s ulting TEP  profits  by continuing the  compa ny's

by a llowing  it to  un jus tly tra ns fe r from

5

domina nce  a s  a n incumbe nt monopoly a nd

customers to Shareowners the  benefits  of its  low-cost generation assets.

The  compa ny's  "ma rke t" propos a l me re ly mimics  vola tile  whole s a le  ma rke t-cle a ring

price s  in a n e nvironme nt not e nriche d by compe titive  choice s . P ricing unde r s uch a

scheme would bear no re la tionship to what a  competitive  marke t should offe r

Ne ithe r doe s  the  "hybrid" propos a l provide  a  worka ble  a lte rna tive . This  propos a l

a rbitra rily excludes  ce rta in pa rticula rly low-cos t gene ra tion units  from TEP 's  ra te  ba se  on

the  ba s is  of the ir joint owne rs hip. Unde r this  propos a l, TEP  e s s e ntia lly "che rry-picks

desirable  genera tion units  for its  wholesa le  opera tions , the reby depriving customers  of the

be ne fits  tha t the y ha ve  pa id  for, ove r time , through ra te s . In  s umma ry, the s e  two

a lte rna tive s  do not promote  compe tition a t a ll, but a re  ins te a d me a nt to jus tify TEP 's

recove ry of cos ts  tha t a re  ultima te ly fictiona l

TEP  ba s e s  much of its  cla ims  in this  ma tte r upon its  a s s e rtion of its  pe rce ive d "rights

unde r the  1999 Se ttlement Agreement. According to TEP, it agreed to a  ra te  mora torium

for a  spe cifie d pe riod (1999-2008) in e xcha nge  for the  "right" to cha rge  ma rke t ra te s  for

its  ge ne ra tion a fte r the  e xpira tion of the  S e ttle me nt Agre e me nt. TEP  cla ims  tha t it ha s

adhered to the  Se ttlement Agreement, and asserts  tha t, if the  Commission continues to se t

ra te s  purs ua nt to cos t-of-s e rvice  ra te ma king, the  compa ny will ha ve  s uffe re d fina ncia l

ha rm due  to the  ra te  mora torium. TEP  a lso cla ims  tha t it will suffe r fina ncia l ha rm on a

forward-looking bas is  because  of the  ra te  diffe rentia l be tween the  marke t method and the

cost-of-se rvice  method
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TEP 's  a lle ge d forwa rd-looking cos ts  a re  fictiona l be ca use  the y a re  ba se d upon a  fa ulty

premise , i.e ., tha t TEP  has  a  "right" to cha rge  marke t-ba sed ra te s  for its  gene ra tion a fte r

the  e xpira tion of the  Se ttle me nt Agre e me nt. Unde r the  Se ttle me nt Agre e me nt, TEP  wa s

s uppos e d to dive s t its  ge ne ra tion a s s e ts . Accord ing ly, a fte r the  e xp ira tion  o f the

Se ttlement Agreement, TEP would not have  had gene ra tion a sse ts  with which to provide

ge ne ra tion s e rvice  or upon which the  Commis s ion could s e t ra te s

othe rwise . TEP  would ha ve  be e n obliga te d to a cquire  ge ne ra tion from the  whole s a le

marke t-based or

ma rke t in orde r to provide  s ta nda rd offe r se rvice , the  cos ts  of which we re  inte nde d to be

recove red, pursuant to A.A.C. R14-2-1606, through cos t-based ra te s . Accordingly, TEP 's

cla im to some  "right" to cha rge  ma rke t-ba se d ge ne ra tion ra te s  is  not e vide nt within the

terms of the  Settlement Agreement

Eve n if s uch a  "right" we re  to e xis t, howe ve r, TEP  ca nnot de mons tra te  or qua ntify a ny

e conomic ha rm re la te d to continuing cos t-of~s e rvice  re gula tion. The  re turns  tha t the

holde r of TEP 's  ge ne ra tion a sse ts  might ha ve  a chie ve d in a  robus tly compe titive  ma rke t

be a r no re la tion to thos e  tha t TEP  would e a rn if pe rmitte d to a dopt e ithe r its  ma rke t or

hybrid a lte rna tives  in the  current environment

More ove r, TEP 's  a lle ge d  fore gone  re ve nue s  a s s ocia te d  with  the  ra te  mora torium

(represented in TEP 's  cos t-of-se rvice  a lte rna tive  by the  $788 million to be  recove red a s  a

regula tory asse t) a re  fictiona l. They depend upon a  premise  tha t TEP has  not proven, i.e

tha t TEP has  suffe red s ignificant financia l harm because  it agreed to a  ra te  mora torium for

the  time period covered by the  Se ttlement Agreement (1999-2008)

TEP  ca nnot prove  such ha rm, in fa ct, the  e vide nce  tha t is  a va ila ble  supports  a  contra ry

conclusion. The  reasons a re  many
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Firs t, TEP 's  a na lys is  of its  a lle ge d los t re ve nue s  ignore s  e ntire ly the  portion of the

Se ttlement Agreement pe riod tha t precedes  2003. This  pe riod (1999-2002) a llowed TEP

opportunitie s  for fina ncia l ga in through s ignifica nt s a le s  growth a ccompa nie d by cos t

reductions . Had TEP cons ide red this  pe riod in its  ana lys is , its  a lleged los t revenues  cla im

would vas tly drop, if not disappea r entire ly.

6

7

8

9

10

S e cond, the  use  of 2003 a s  its  te s t ye a r re pre se nts  a n ina ppropria te  choice  for te s ting

under-earnings. Tha t ye a r witne s s e d ma jor a cquis ition e fforts , both s ucce s s ful (the

a cqu is ition  o f the  Citize ns ' p rope rtie s ) a nd  uns ucce s s fu l (the  p ropos e d  S a gua ro

a cquis ition). It a lso witne s se d ma jor pla nt outa ge s  tha t ca use d s ignifica nt a noma lie s  in

1 1 e xp e n s e s .

Third , work by the  S ta ff a nd  the  Re s ide n tia l Utility Cons ume r Office  ("RUCO") in

assessing revenue requirements for 2003 discovered many adjustments whose  adoption by

the  Commis s ion would ha ve  s ignifica ntly re duce d TEP 's  cla ime d unde r-e a mings . Tha t

the se  pa rtie s  ha lted the ir ana lyse s  upon concluding tha t they would not show s ignificant

ove r-e a mings  le a ve s  a ll to spe cula te  a bout wha t furthe r re ductions  continuing work ma y

have supported

Fourth, s implis tica lly e xtra pola ting 2003 re s ults , e ve n if the y ha d be e n a na lyze d fully

does  not provide  a  useful picture  of future  years . In essence , what TEP has  done  is  to use

one  ye a r (2003) be twe e n 1999 a nd 2007 a s  a  ba s is  for mode ling the  e ntire  pe riod it

addresses

Fifth, TEP 's  cla ims  of ha rm in this  ca se  s imply do not comport with its  own de scriptions

of its  fina ncia l condition to Sha re owne rs . Citing the  be ne fits  of sa le s  growth, ope ra tions

and maintenance  cost control, replacement of expensive  debt, substantia l additions to what
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ha d  be e n  a n  a ne mic e quity e le me nt in  compa ny ca pita liza tion , a nd  o the r fa ctors ,

UniSource 's  Chie f Executive  Office r ("CEO") has  described a  decade  of financia l success

tha t should be  the  envy of e lectric utilitie s  eve rywhere . Such descriptions  a re  incons is tent

with cla ims  tha t TEP 's  re ve nue s , which ha ve  compris e d the  ove rwhe lming s ource  of

re turns  for UniSource , have  been in any way deficient

S ixth, S ta ff witness  Ra lph Smith's  examina tion of te s t yea r revenue  and expenses  in this

ca se  furthe r corrobora te s  the  conclus ion tha t TEP  has  not suffe red ma te ria l ha rm during

the  Se ttlement Agreement's  ra te  mora torium

In summa ry, it is  cle a r tha t TEP  ha s  not supporte d its  cla im tha t it ha s  ma te ria lly unde r

ea rned during the  Se ttlement Agreement pe riod, even a ssuming tha t such unde r-eaming

should be  re levant in deciding how to se t ra te s  for the  future . Tha t re levance , however, is

questionable at best, for three reasons

Firs t,  it re ma ins  s pe cu la tive  to  conclude  tha t the  g ra dua l s te pp ing  ba ck from the

compe titive  ma rke t tha t Arizona  ha s  e xpe rie nce d ove r a  pe riod of a pproxima te ly five

ye a rs  ha s  cos t TEP  a nything. Wha t TEP  might ha ve  e a rne d in the  fully compe titive

marke ts  envis ioned a t the  time of the  Se ttlement Agreement, and not what TEP might earn

under its  recently-contrived marke t and hybrid a lte rna tives , is  the  be tte r te s t of wha t might

have happened

Second, even if TEP could demonstra te , which it clea rly has  not done , tha t it has  suffe red

such harm, it is  unreasonable  to ignore  the  benefits  tha t have  come to TEP through the  use

of a  ca pita l s tructure  tha t is  much more  e quity-rich (a nd the re fore  more  e xpe ns ive  for

cus tomers) than ca lled for by die  actua l amounts  contributed by s tockholde rs . My point is

not to a rgue  tha t the  Commiss ion's  s te a dy a nd supportive  e fforts  to incre a se  compa ny
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1 fina ncia l he a lth ha ve  be e n uns ound. Ins te a d, my point is  to illus tra te  the  unfa irne s s  of

2 ignoring tha t price  regula tion has  been a  "two-way s tree t" for TEP for many yea rs  now.

3

4

5

6

7

8

9

10

11

12

13

14

15

Third, the  S e ttle me nt Agre e me nt impose d on TEP  obliga tions  tha t it doe s  not a ppe a r to

ha ve  ta ke n with the  se riousne ss  the y de se rve . One  of those  obliga tions , i.e ., to ana lyze

a nd to propose  if e ffe ctive  the  se curitiza tion of s tra nde d cos ts , ha s  in othe r pla ce s  be e n

us e d to  ge ne ra te  for cus tome rs  s ignifica nt s a vings  ove r time . TEP  colle cte d  the

compe tition tra ns ition cha rge  ("CTC") re ve nue s  tha t forme d its  pa rt of the  ba rga in, e ve n

though the re  is  no ba s is  now for concluding tha t it had any s tranded cos ts  a t a ll on a  ne t

bas is . Apparently content to re ta in the  profits  genera ted by the  CTC, TEP did not do wha t

it promised for cus tomers , which was  to undertake  se rious , continuing examina tion and, if

a ppropria te , purs uit of outs ide  fina ncing through the  us e  of s e curitiza tion. The  firs t of

the se  thre e  fa ctors  a rgue s  a ga ins t TEP 's  cla im be ca use  it is  so va s tly spe cula tive . The

s e cond two s how why s imple  notions  of fa irne s s  ca ll for its  re je ction  e ve n  we re  it

supported by any ra tiona l founda tion.

16

17 RATE SETTING METHODS IN TEP'S ALTERNATIVE PROPOSALS

18 Q What alternatives has TEP proposed for determining the generation component of

its  ra tes ?

20 A TEP proposes  three  a lte rna tives . Firs t, TEP offe rs  wha t it te rns  a  "marke t" me thod, under

which a  marke t proxy, ra the r than actua l cos ts , would es tablish the  genera tion component

of the  price s  tha t TEP 's  cus tome rs  would pa y. S e cond, TEP  propos e s  wha t it te rms  a

cost-of-service" alternative. This  a lte rna tive  would be gin by s e tting the  ge ne ra tion

compone nt of ra te s  us ing tra ditiona l cos t-of-se rvice  principle s . The n, howe ve r, it would

de pa rt ma rke dly from tra ditiona l cos t-of-s e rvice  notions  by re quiring tha t cus tome rs

compe ns a te  TEP  fo r $788  million  in  "los t re ve nue s " th rough  a  Te rmina tion  Cos t

Re gula tory Asse t Cha rge  ("TCRAC"). TEP 's  third a lte rna tive , which it te rms  a s  "hybrid
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pre se nts  a  va ria tion on the  cos t-of-se rvice  a pproa ch. TEP  would re move  two of its  low-

cos t coa l gene ra ting a sse ts  from ra te  base  (cla imed to have  been chosen by TEP in pa rt

be ca us e  the y a re  jointly owne d with othe rs , ra the r tha n s ole ly owne d by TEP ), s e ll the

output from these  a sse ts  to wholesa le  cus tomers  (or to itse lf to se rve  re ta il cus tomers  if it

s e e s  Ht), a nd re ta in a ll ma rgins  e a rne d from s uch s a le s . TEP  would us e  its  re ma ining

genera ting asse ts  to provide  se rvice  to re ta il cus tomers  based on its  cos t of se rvice , which

would include  the  a dditiona l cos t of re pla ce me nt powe r purcha s e d from the  whole s a le

ma rke t, including tha t purcha se d from the  units  forme rly a va ila ble  to re ta il cus tome rs  a t

cost

1 1 Q How do the rates that customers would pay differ among the three alternatives?

1 2 A The  a ns we r to  this  que s tion de pe nds  ve ry much on the  proprie ty of a pplying TEP 's

propose d TCRAC to the  so-ca lle d "cos t-of-s e rvice " a lte rna tive . Tha t a pplica tion ma ke s

this  a lte rna tive  fa r more  e xpe ns ive  tha n the  othe r two. Elimina ting the  mos t-unus ua l

TCRAC, howe ve r, ma ke s  it the  le a s t cos tly of the  thre e  a lte rna tive s . It a lso, by the  wa y

demonstra tes  tha t TEP 's  genera tion asse ts  have  not produced s tranded cos ts , but ra the r

s tra nde d be ne fits . The  following cha rt s hows  the  thre e  proje cte d ra te  pa ths , with a nd

without including  the  TCRAC in  the  s o-ca lle d  "cos t-of-s e rvice " ra te . Ea ch  o f the

proposa ls  represents

cents /kWh

a  s ign ifica n t incre a s e  ove r the  cu rre n t a ve ra ge  ra te  o f 8 .42

Response to Staff Data Request 5.11
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Source: Supplemental Response to Staff Data Request 5.11

I caution tha t this  chart shows the  ra tes  as  proposed by TEP. Other S ta ff consultants  have

performed the  work necessary for de te rmining whether adjustments  to the  cost factors  tha t

underlie  these rates are  appropriate

9 Q Pleas e  des cribe  further TEP's  cos t-of-s ervice  method a lte rna tive

10 A TEP  would  p rice  its  tra ns mis s ion  a nd  d is tribu tion  ("T&D") s e rvice s , a s  we ll a s  its

gene ra tion se rvices , on traditiona l cos t-of-se rvice  ra temaking principle s , in orde r to cove r

its  cos t of providing e lectric se rvice , and a llow an opportunity to ea rn a  reasonable  ra te  of

re turn on ra te  ba s e . TEP  propos e s  a  purcha s e  powe r a nd fue l a djus tme nt cla us e

("P P FAC") to a ddre s s  continuing vola tility in fue l a nd e ne rgy cos ts . The  compa ny a ls o

seeks  to res tore  the  exclus ivity of its  CC&N under this  a lte rna tive

Ra te  se tting under the  cos t-of-se rvice  a lte rna tive  would follow the  same  approach used in

TEP 's  la s t ra te  ca s e  in 1996. The  prima ry diffe re nce  is  the  cre a tion of two re gula tory
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assets. The  firs t, va lue d by TEP  a t a pproxima te ly $47 million , re la te s  to  the  cos ts

(including software  changes  and contract renegotia tion cos ts ) tha t TEP says  it incurred in

the  trans ition to compe tition unde r the  Se ttlement Agreement. The  company proposes  to

include  this  regula tory asse t in ra te  base .

5

6

7

8

9

10

11

1 2

The  s e cond a nd fa r more  s ignifica nt re gula tory a s s e t is  a s s ocia te d with the  a lle ge d

fina ncia l impa ct tha t TEP  cla ims  to ha ve  s uffe re d in me e ting its  obliga tions  unde r the

S e ttle me nt Agre e me nt. TEP  pe rfonne d a n a na lys is  to a tte mpt to qua ntify the  re ve nue s

tha t it cla ims  to have  foregone  s ince  2003. Tha t ana lys is  produced a  ca lcula tion of $626

million of los t revenues  tha t TEP wants  to recove r beginning in 2009 and continuing ove r

a  te n-ye a r pe riod. Afte r ca rrying cos ts , the  tota l a mount tha t TEP  se e ks  to re cove r from

cus tome rs  is  $788 million. TEP  would use  the  TCRAC to re cove r this  re gula tory a s se t.

TEP 's  TCRAC would require  a  surcha rge  of approxima te ly 1.26 cents  pe r kph

15

16

Q Please briefly describe TEP's market method alternative

A TEP  propose s  to continue  to provide  T&D se rvice s , mus t-run ge ne ra tion, a nd a ncilla ry

se rvice s  unde r tra ditiona l cos t-of-se rvice  principle s . TEP  would not, howe ve r, ba se  the

ge ne ra tion compone nt of its  ra te s  on cos t. A proxy ma rke t price , te rme d the  Ma rke t

Gene ra tion Credit ("MGC"), would replace  TEP 's  current gene ra tion price

The  compa ny propos e s  to ca lcula te  its  ma rke t proxy MGC in the  s a me  wa y tha t it is

ca lcula ted now for the  purposes  of the  floa ting CTC under the  Se ttlement Agreement. The

MGC is  a  we ighte d a ve ra ge  of both on-pe a k a nd off-pe a k pricing compone nts . The

monthly on-pe a k MGC is  ba se d on a  thre e -da y a ve ra ge  proje ction of s e ttle me nt price s

from PIa tts  Long-tenn Forward Assessment for the  Pa lo Verde  forward price , adjus ted for

line  los s e s  (a nd TEP 's  mus t-run ge ne ra tion). Although P la tts  is  a  long-te rm inde x, the

compa ny is  us ing it only in a  short-te nn fa shion in orde r to proje ct s e ttle me nt price s  for
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the  coming month. The  compa ny us e s  a  s imple  ra tio of on-pe a k a nd off-pe a k ra te s  from

The  Dow J one s  P a lo Ve rde  Inde x for the  s a me  month in the  prior ye a r to ca lcula te  the  off-

3 pe a k MGC.

4

5

6

7

8

Th e  m a rke t a lte rn a tive  wo u ld  re q u ire  TE P  to  p ro v id e  g e n e ra tio n  s e rv ic e s  to  re ta il

cus tome rs  a t the  ma rke t proxy price . TEP  could us e  its  ge ne ra ting a s s e ts  to s e rve  its  re ta il

cus tome rs  or whole s a le  cus tome rs , a t its  dis cre tion, a nd to purcha s e  powe r from othe rs

unde r te rms  a nd  conditions  of its  choos ing . TEP  would  re ta in  a ny pos itive  or ne ga tive

9 ma rgins  ga ine d from cha rging re ta il cus tome rs  a t the  MGC price .

10

11

12

13

14

15

16

By de te rmining the  ge ne ra tion compone nt of ra te s  ba s e d upon a n inde x, ra te pa ye rs  will be

s ubj a cte d to the  s hort-te nn vola tility of the  whole s a le  ma rke t. The  MGC doe s  not re fle ct a

me a ningfu l ma rke t-ba s e d  p rice , which  s hou ld  re fle c t a  we ll-ba la nce d  s upply portfo lio

c ompris e d  o f a  b le nd  o f s ho rt- a nd  long -te nn  s upp ly a rra nge me n ts . Th e  p ric e  th a t

c u s to m e rs  p a y fo r g e n e ra tio n  s e rv ic e  will b e a r n o  re la tio n  to  TE P 's  a c tu a l c o s t o f

providing tha t ge ne ra tion s e rvice . The s e  a ctua l cos ts  will be  a  ba s e d on a  combina tion of

th e  c o m p a n y's  o wn  g e n e ra tio n  c o s ts  a n d  th e  c o s t o f p u rc h a s e d  p o we r. Un like  its

cus tome rs , who would be  s ubje c te d to the  ca pric ious  s hort-te rm whole s a le  ma rke t, TEP

will be  fre e  to purs ue  longe r-te rm s upply a rra nge me nts  a t more  a dva nta ge ous  te rms

Unde r the  ma rke t a lte rna tive , TEP  would  a ls o  a gre e  to  ope n its  e ntire  te rritory to  re ta il

compe tition. TEP  a ls o  s e e ks  to  re cove r a pproxima te ly $14 million of the  cos ts  tha t the

compa ny cla ims  it incurre d to imple me nt compe tition unde r the  S e ttle me nt Agre e me nt, a s

a  re gula tory a s s e t inc lude d in  its  T&D ra te  ba s e . In  e s s e nce , the re fore , th is  a lte rna tive

would  tra de  re cove ry of $788 million  in  a lle ge d los t re ve nue s  in  TEP 's  cos t-of-s e rvice

a lte rna tive  for the  a bility to cha rge  fa r more  for ge ne ra tion s e rvice  tha n TEP 's  a ctua l cos t

of s e rvice
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1 Q- P le a s e  b rie fly d e s c rib e  th e  h yb rid  a lte rn a tive .

2

3

4

TEP 's  T&D a nd ge ne ra tion ra te  compone nts  follow the  cos t-of-s e rvice  a pproa ch, the y

would  a ls o  include  a  P P FAC a nd  re cove ry of the  $47  million  re gu la to ry a s s e t fo r

tra ns ition cos ts . TEP  a lso would ope n its  ma rke t to re ta il compe tition for cus tome rs  with

5 a  load of 3 MW or highe r.

6

7

8

9

TEP 's  exclus ion of ce rta in of its  gene ra tion a sse ts  from ra te  ba se  comprise s  the  primary

de fining cha ra cte ris tic of this  a lte rna tive . Those  a s se ts  cons is t of its  inte re s ts  in Na va jo

Units  1 , 2 , a nd 3 , a nd Four Corne rs  Units  4  a nd 5 . The  compa ny would re ta in the

discre tion to make sa les from these  excluded asse ts  to the  wholesale  market or to use  them10

to supply its  own re ta il loa d. In ge ne ra l, this  a lte rna tive  would re quire  TEP  to re ly more

heavily on purchased power (pe rhaps  from these  ve ry same , jointly owned units ) to se rve

re ta il cus tomers , given the  loss  of these  low-cost units  on an a t-cos t bas is . TEP es tima tes

tha t Arizona  jurisdictiona l cus tome rs  will pa y a pproxima te ly $38 million more  pe r ye a r, if

the  Navajo and Four Comers assets are  reclassified as competitive  assets

In e ssence , the  company intends  for the  hybrid proposa l to trade  recove ry of $788 million

in a lleged los t revenues  for the  ability to re ta in a ll future  revenues  and profits  a ssocia ted

with Four Corne rs  a nd Na va jo. The s e  low-cos t coa l-fire d units  compris e  pa rticula rly

va lua ble  compone nts  of TEP 's  powe r-s upply portfolio. The  compa ny's  fore ca s t of ne t

ope ra ting income  from the s e  two pla nts  if the  output we re  s old e xclus ive ly into the

wh o le s a le  ma rke t is  [CONFIDENTIAL] p e r ye a r fo r th e  2 0 0 9  to  2 0 1 5  p e rio d ,  o r

a pproxima te ly [CONFIDENTIAL] on a  nomina l ba s is

A.

Response to Staff Data Request 7.10
Confidential Response to Staff Data Request. 5.27
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1 Q What do you perceive as the market expectations underlying the Settlement

3

4

5

6

7

8

9

Agreement's  execution

The  Se ttle me nt Agre e me nt cre a te d a  s tructure  tha t de pe nds  upon the  de ve lopme nt of a

robus t array of s upplie rs , the re by cre a ting a  re ta il ma rke t cha ra cte rize d by vigorous

compe tition. It a ppe a rs  tha t the  pa rtie s  cons ide re d s uch a  ma rke t to be  the  one  be s t

des igned to a ssure  low cos ts  and adequa te  re sources  to supply re ta il e lectric cus tomers .

The  S e ttle me nt Agre e me nt e nvis ione d TEP 's  be coming a  T&D compa ny by ye a r-e nd

2002, through dive s titure  of its  powe r-s upply portfolio a t ma rke t va lue . The  dive s te d

a s se ts  would ha ve  be come  pa rt of the  pool of re source s  a va ila ble  for use  in supplying

re ta il ma rke ts , including TEP 's . The  Se ttle me nt Agre e me nt a lso provide d for re cove ry of

wha t a re  traditiona lly re fe rred to as  "s tranded cos ts ," i.e ., (a ) the  cos ts  of trans itioning to a

competitive  market, and (b) the  ne t of above- and below-market va lues on asse ts  divested

Nothing in the  S e ttle me nt Agre e me nt clos e d the  door to re -e xa mining the  cours e  of

res tructuring in the  event tha t compe tition fa iled to deve lop. The  same  would be  true  for a

ma rke t tha t did de ve lop, but fa ile d to de live r e xpe cte d be ne fits . Ce rta inly, Commis s ion

actions  s ince  the  Se ttlement Agreement demonstra te  tha t prudent utility management has

re quire d fle xibility in re s ponding to wha t ha ve  be e n turbule nt ma rke t conditions  a nd

marke t-design re -eva lua tions

21 Q How have circumstances since the execution of the Settlement Agreement compared

with such expectations

23

A.

A The  fa ilure  of compe tition to deve lop and of cus tomers  to have  rea l choices  had become

a n e vide nt a nd s ignifica nt conce rn shortly a fte r the  s ta rt of full re ta il compe tition. The y

have  continued to be  so eve r s ince . The  ca lamity tha t be fe ll Ca lifornia  provided a  cla rion

ca ll to s ta ke holde rs  (not jus t in Arizona ) a bout the  ne e d to look ca re fully a t re s tructuring

a nd its  imple me nta tion. The  Commiss ion's  s ta y of dive s titure  in 2002 ca me  whe n it wa s
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1

2

reasonable  to expect tha t marke ts  would not be  a s  robus tly compe titive  a s  expected, and

tha t the  va lue  of the  he a vily coa l-domina te d, ba se  loa d TEP  portfolio e xce e de d its  book

3 va lue . S ince  the  Ca lifornia  e xpe rie nce , it ha s  be come  cle a r a cross  the  country tha t re ta il

4

5

compe tition ha s  be e n fa r from a  pa na ce a . A numbe r of s ta te s  ha ve  cha nge d or a re

considering changing course .

6

7

8

9

10

11

The  Commiss ion explicitly sha red its  conce rns  about the  lack of progre ss  in re s tructuring

in  a  J a nua ry 2002  le tte r from Commis s ion  Cha irma n  Munde ll conce rn ing  the  re -

e xa mina tion of cha nging circums ta nce s  s ince  the  Commis s ion a dopte d its  compe tition

rule s . Cha irma n Munde ll note d a  numbe r of pote ntia l a lte rna tive s , including, "S te pping

ba ck from e le ctric re s tructuring until it could be  ma de  cle a r tha t Arizona  ha d the  via ble

12

13

14

15

16

17

18

whole s a le  ma rke t ne e de d to s upport re ta il compe tition." TEP  its e lf a cknowle dge d this

unce rta inty about the  future  of re ta il e le ctric compe tition in its  2001 annua l report, noting

tha t (a ) not one  TEP  re ta il cus tomer was  be ing se rved by an a lte rna tive  e lectric supplie r,

(b) only one  such supplie r was  even licensed to provide  se rvice  in TEP 's  te rritory, (c) TEP

its e lf ha d file d a  re que s t s e e king to de la y its  ge ne ra tion dive s titure  a nd its  obliga tion to

secure  50 pe rcent of its  genera tion requirement through compe titive  bids , and (d) Arizona

restructuring was under court cha llenge .

19

Reta il compe tition s imply has  not brought the  once -expected bene fits  to Arizona  thus  fa r

and we  must se riously question its  ability to do so over the  pe riod during which ra tes  to be

se t in this  proceeding will apply. S imila rly, the re  is  no rea sonable  ba s is  for be lieving tha t

the  wholesa le  genera tion marke ts  re levant to TEP will be  able  to promote  grea ter economy

than would exis t under cos t-of-se rvice  regula tion

Uncerta inty over the  future  of ca rbon-emiss ion control adds  even more  uncerta inty, a s  the

a bility to  a dd tra ditiona l s ource s  of powe r ha s  be come  more  proble ma tic . Utility
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1

2

3

4

5

6

re gula tors  conce rne d a bout s ta te  e fforts  to a ddre s s  ca rbon control ha ve  a  gre a te r inte re s t

tha n pe rha ps  the y e ve r ha ve  ha d in ove rse e ing the  de ve lopme nt of wa ys  to me e t cus tome r

n e e d s  in  g ro win g  re g io n s  o f th e  c o u n try. G ro win g  e m p h a s is  o n  th e  p ro m o t io n  o f

a lte rna tive  form s  of m e e ting  a nd re duc ing e le c tric ity cons um ption a ls o  fa vors  a  re gim e

tha t g ive s  re gu la to rs  a  m e a n ing fu l ro le  in  p la nn ing  a nd  e ns u ring  the  c re a tion  o f ne w

ge ne ra tion re source s .

7

8

9

10

11

12

In s umma ry, the  be ne fits  of moving to re ta il compe tition ha ve  not ma te ria lize d, the  inte nt

o f the  S e ttle m e n t Agre e m e n t d id  no t c om e  to  fru ition . Th e  p rim a ry o b je c tiv e  o f th e

a gre e m e nt is  no longe r re a lis tica lly obta ina ble .  The  que s tion now for the  Com m is s ion is

wh ic h  a lte rn a tiv e ,  o n e  b a s e d  o n  c o s t-o f-s e rv ic e  p rin c ip le s  o r o n e  th a t is  p u rp o rte d ly

ma rke t-ba s e d in whole  or in pa rt, is  in the  be s t inte re s t of cus tome rs  moving forwa rd.

14 Q Please describe the benefits that the Commission anticipated in approving the

Settlement Agreement

16 A De c is io n  No .  6 2 1 0 3  d e s c rib e s  th e m  with  p a rtic u la rity o n  p a g e  1 7 ,  s ta tin g  th a t,  "Th e

S e ttle me nt a llows e ve ry TEP  cus tome r to ha ve  the  im m e dia te  opportunity to be ne fit from

the  c ha nge  in  m a rke t s truc tu re  wh ile  m a in ta in ing  re lia b ility a nd  c e rta in ty o f de live ry

F u rthe r the  S e ttle m e n t in  c on junc tion  with  the  E le c tric  Ru le s  will p rov ide  e ve ry TE P

c u s to m e r with  a  c h o ic e  in  a  re a s o n a b le  t im e  fra m e  a n d  in  a n  o rd e rly m a n n e r. This

Commis s ion s upports  compe tition in the  ge ne ra tion ma rke t be ca us e  of incre a s e d be ne fits

to  c us tom e rs ,  inc lud ing  lowe r ra te s  a nd  g re a te r c ho ic e ." The  S e ttle m e nt Agre e m e nt

re inforce s  the se  goa ls , a nd a dds  importa nt guida nce  in inte rpre ting the  a gre e me nt. It s ta te s

a t pa ge  2  tha t,  "The  pa rtie s  furthe r be lie ve  tha t com pe tition  in  the  e le c tric  indus try will

be ne fit a ll c us tom e rs  in  p rov id ing  g re a te r e ffic ie nc ie s  a nd  lowe r e le c tric  powe r c os ts

Accord ingly,  th is  S e ttle m e nt Agre e m e nt is  to  be  in te rpre te d  s o  a s  to  bring  a bout the s e

cus tome r be ne fits  a s  soon a s  poss ible
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1 Q. Which of those benefits actually came to pass during the Settlement Agreement's

2 trans ition  pe riod?

3

4

5

6

7

8

The  only bene fit tha t a ctua lly occurred was  the  ma intenance  of re liability and ce rta inty of

de live ry, which  wa s , o f cours e , no t ma in ta ine d  due  to  the  S e ttle me nt Agre e me nt.

Customers did not secure  e ither immedia te  or eventua l access  to increased choices. Lower

ra te s  th rough  the  de ve lopme n t o f a  compe titive  ma rke t a ls o  d id  no t ma te ria lize .

More ove r, I be lie ve  tha t the re  is  a t pre se nt no wa y to inte rpre t (or a pply or e nforce ) the

S e ttle me nt Agre e me nt so a s  to bring a bout the se  cus tome r be ne fits  in a ny me a ningful

9 wa y.

1 0

1 1 Q-

1 2

How do you believe TEP's so-called "market" and "hybrid" alternatives compare

with market-based alternatives to cost-of-service ratemaking?

1 3

1 4

1 5

1 6

They do not re flect the  kind of marke tplace  envis ioned by the  Se ttlement Agreement, nor

a re  the y truly "ma rke t" a lte rna tive s  in a ny me a ningful s e ns e . The y ha ve  no a ppa re nt

connection with how price s  would be  de tennined or wha t price s  would apply if cus tomers

ha d a  s ufficie nt a rra y of choice s . Ins te a d, the y a re  in  pra ctica l te rns  no more  tha n

alternate  approaches for TEP to recover losses a llegedly experienced under the  Settlement

Agre e me nt, by cha rging highe r price s  without the  dis cipline  tha t re a l choice s  give  to

customers

A.

A.

TEP  a ctua lly doe s  not cla im tha t the  hybrid a lte rna tive  is  ma rke t-ba se d a t a ll. The  price

component for genera tion pa id by customers  under the  hybrid approach would continue  to

be  se t by cos t-of-se rvice  principle s , with high-va lue  ge ne ra tion a s se ts  se t a pa rt to a llow

TEP to ea rn bonus  margins . TEP 's  a sse rtion tha t the  joint ownership of these  a sse ts  has

s ome  be a ring on the ir s e le ction for re mova l from cos t-of-s e rvice  pricing is  dubious

Under cos t-of-se rvice  pricing, in Arizona  and e lsewhere , such units  have  been trea ted the

s a me . The y ha ve  a ls o be e n dis pa tche d without re ga rd to the ir numbe r of owne rs . The
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1

2

3

more  re levant factor for se lecting them appears  to be  tha t they fa ll among the  lowest cost -

and the re fore  mos t va luable  - produce rs  in TEP 's  re source  portfolio. I cons ide r this  factor

fa r more  like ly to have  been the  rea son for the ir se lection. Increa sed profitability for TEP

would come  a t the  e xpe nse  of ra te pa ye rs , who would pa y a pproxima te ly 0.5 ce nts /kWh

more  for ge ne ra tion se rvice s  unde r the  hybrid a lte rna tive  (a s  compa re d with the  cos t-of

s e rvice  a lte rna tive ). This  a mount is  in pra ctice  nothing more  tha n a  pe na lty a s s ocia te d

with re -pricing the  units  from cos t to "ma rke t" price  (a s  TEP  would like  to de fine  it). The

following chart depicts  the  direct re la tionship be tween the  two pricing approaches

Source: Supplemental Response to Staff Data Request 5.11

1 4 Q Please comment on the claim on page 7 of the direct testimony of Mr. Pignatelli that

TEP is entitled to "charge rates for generation service based on the market-based

method set forth in the 1999 Settlement Agreement

1 7 A Tha t cla im contempla tes  the  use  of the  Marke t Genera tion Credit, or "MGC" ra te  provided

for by the  S e ttle me nt Agre e me nt. The  c la im is  no t s upporte d  by the  S e ttle me nt

Agre e me nt, for a  numbe r of re a sons . Firs t, the  a gre e me nt conte mpla te d dive s titure  by

TEP. Tha t divestiture  has  not occurred, and TEP has  supported its  non-occurrence . Had it

occurred, TEP  would not have  cha rged MGC-based ra te s  in 2009 unde r any me thod se t



Direct Testimony of John Antonuk
Docket Nos. E-01933A-07-0402 and E-01933A-05-0650
Page 20

1

2

forth in the  agreement. As  the  provide r of la s t re sort, TEP would not have  cha rged MGC-

ba s e d ra te s , but ra the r would ha ve  cha rge d s ta nda rd offe r ra te s  de te rmine d by the

Commis s ion on the  ba s is  of the  cos ts  it s e cure d from third  pa rtie s  in  a  compe titive

solicita tion. If TEP  were  somehow e ligible  to ope ra te  a s  a  compe titive  provide r, TEP , like

a ll other competitors , would charge  whatever price  the  marke t would bear

Thus , Mr. P igna te lli's  s ta tement about entitlements  based on the  Se ttlement Agreement is

incorrect in a t leas t the  following three  ways: (1) the  necessa ry condition of dives titure  has

not come  to fruition, (2) MGC-ba s e d pricing would not a pply to s ta nda rd offe r s e rvice

from TEP, and (3) if TEP  were  e ligible  to provide  compe titive  se rvice , TEP  would cha rge

whatever ra te  the  market would bear, not some predetermined market proxy ra te

13 Q What is the stated purpose of the MGC?

14 A It is  not to s e t ra te s  inde finite ly. As  s ta te d in P igna te lli Exhibit J S P -5, it ha s  two purpos e s

(1) to e s ta blish a  price  to compa re  to price s  be ing offe re d by compe titors , a nd (2) to e na ble

the  ca lcula tion of the  floa ting compone nt of s tra nde d cos t re cove ry. The  price  to compa re

wo u ld  n o t b e  re le v a n t p o s t-d iv e s titu re ,  a t  wh ic h  t im e  th e  c o s t  to  c o m p a re  wo u ld  b e

e s ta b lis he d  by re fe re nc e  to  wha t TE P  pa ys  to  a c qu ire  e ne rgy from  the  m a rke t. The

ca lcula tion of the  floa ting compone nt of s tra nde d cos t re cove ry would a ls o not be  re le va nt

fo llowing  the  te rm ina tion  of tha t ra te  e le m e nt. The  de c is ion a pproving the  S e ttle m e nt

Agre e me nt ma ke s  it cle a r (s e e  pa ge  6 of De cis ion No. 62103) tha t the  purpose  of the  CTC

whic h  re lie s  in  pa rt on  the  MG C, wa s  fo r the  s pe c ific  purpos e  o f re c ove ring  a  de fine d

a m ount ($233 m illion) of e s tim a te d s tra nde d cos ts ,  not to s e t a  m a rke t-ra te  for inde finite

a pplica tion
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1 Q-

2

What significance do you attach to TEP witness Pignatelli's observation that there is

no end date to the applicability of theMGC?

3

4

5

6

None . Firs t, De cis ion No. 62103 ma ke s  re pe a te d re fe re nce  to the  "tra ns ition" pe riod

cre a te d for the  re cove ry of s tra nde d cos ts  a nd MGC-ba s e d s ta nda rd offe r price s . The

decis ion a lso express ly contempla ted (see  page  14) gene ra tion a sse t dives titure  in 2002,

afte r which TEP would procure  the  energy needed for s tandard offer se rvice  in accordance

with the  Commiss ion's  Ele ctric Compe tition Rule s .7

8

9

10

11

12

13

14

The  MGC a ls o doe s  not cons titute  wha t ca n prope rly be  de s cribe d a s  a  ma rke t ra te . It

doe s  re pre se nt a  re a sona bly liquid price  for ce rta in type s  of powe r a t a  ce rta in loca tion.

Howe ve r, a s  TEP 's  witne s s  Hushe s  ma ke s  cle a r a t pa ge  48 of his  dire ct te s timony, the

a ctua l price s  tha t TEP  pa ys  to s e cure  the  powe r it provide s  to cus tome rs  ma y diffe r.

S pe cifica lly, he  s a ys  tha t, "TEP  would compe titive ly procure  its  a dditiona l ne e ds  in the

marke t and cus tomers  would continue  to pay the  MGC for genera tion se rvice , irre spective

of the  actua l price  pa id by TEP." In othe r words , the  MGC cannot be  taken a s  a  re flector

of marke t prices  ove ra ll.

15

16

17

18 Q. Describe more particularly your reasons for not considering TEP's market

alternative to be market-based

20

A.

A The  ra te s  tha t cus tome rs  would pa y for ge ne ra tion unde r the  ma rke t a lte rna tive  a re  not

ma rke t-ba se d a t a ll in the  se nse  conte mpla te d by the  S e ttle me nt Agre e me nt. This  is  so

be ca us e  the y do not de pe nd on TEP 's  cos ts  to procure  ge ne ra tion on be ha lf of re ta il

cus tome rs  from the  whole sa le  ma rke t. The  indice s  tha t TEP  propose s  to use  to s e t the

MGC a re  re la tive ly s hort-te rm. The y do not a ccura te ly re fle ct the  price s  a tta ina ble  by

building a  supply portfolio tha t ta ke s  a dva nta ge  of long-te rm bila te ra l a gre e me nts  from

s upplie rs  in  the  ma rke t. Re lying  on  s hort-te rm ma rke t ind ica tors  wa s  one  of the
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1 cha ra cte ris tics  of the  fa ile d Ca lifornia  ma rke t, a nd-it is  a  pa rticula rly troubling a spe ct of

2 TEP 's  marke t a lte rna tive .

3

4

5

Despite  its  name , the  marke t a lte rna tive  is  a ctua lly not a  true  marke t-based approach for

ra te  s e tting. I vie w this  a lte rna tive  a s  ha ving a ll the  downs ize s  of dive s ting high-va lue

6 a s s e ts  without a ny of the  be ne fits . TEP 's  a pproa ch would  a ccomplis h  the  pa rt of

7 dive s titure  tha t works  a ga ins t cus tome r inte re s ts , i.e ., it de prive s  the m pe rma ne ntly of

cos t-ba se d a cce ss  to TEP 's  low-cos t ge ne ra tion a s se ts . If th is  d ive s titu re  we re  tru ly

ma rke t-ba s e d, howe ve r, cus tome rs  would re ce ive  compe ns a tion for the  los s  whe n the

asse ts  were  transfe rred. This  compensa tion would comport with the  traditiona l regula tory

view. Certa inly, re ta il cus tomers  his torica lly have  pa id ra te s  on the  bas is  of the  cos t of the

assets. This  me a ns  tha t, ove r a  s ubs ta ntia l portion of the  live s  of the  a s s e ts , s uch

cus tome rs  will ha ve  borne  the  ris k tha t thos e  cos ts  will not be  e xa ctly e quiva le nt with

some  de rive d ma rke t va lue . In e s se nce , the  cos t diffe re nce s  tha t TEP  shows  a mong its

three  a lte rna tive s  do little  more  than capture  the  diffe rence  be tween cos ts  and "marke t

As  cus tomers  should in any event ga in the  va lue  of tha t diffe rence  (for the  same  reasons

tha t TEP charged them up to now on the  basis  of the  assumption tha t the  va lue  diffe rence

went the  othe r way), a ll tha t TEP 's  marke t and hybrid a lte rna tives  do is  appropria te  va lue

tha t s hould be  a va ila ble  for cus tome rs . Eve n if the re  we re  a  s ound wa y to imple me nt

TEP 's  ma rke t a nd hybrid  a pproa che s , tha t imple me nta tion would re quire  tha t TEP

compensate  customers for the  market va lues of low-cost genera tion

It is  difficult to s e e  how ma king cus tome rs  prope rly whole  could do a nything othe r tha n

e limina te  the  diffe rence  be tween cost-of-se rvice  pricing (absent, of course  the  vast pena lty

impos e d by the  TCRAC) a nd the  o the r two a lte rna tive s . In  o th e r wo rd s ,  o n ly b y

conve rting to its  own be ne fit the  re s t of wha t it "owe s" cus tome rs  in the  e ve nt of a  true
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1

2

marke t approach can TEP construct an approach tha t gives  it the  excess ive  re turns  of the

market and hybrid approaches.

TEP 's  ma rke t a lte ra tive  would ca us e  cus tome rs  to los e  the ir a cce s s  to ge ne ra tion but

re ce ive  no compe nsa tory offse t. Be ca use  TEP  would a ctua lly ke e p the  a s se ts  a nd use

the m to a t le a s t pa rtia lly s upply its  re ta il cus tome rs , it ha s  to re ly upon a  convolute d

formula  to s e t the  price  to be  pa id by cus tome rs , in a n a tte mpt to mimic a ctua l ma rke t

force s . The  price  pa id by cus tome rs  would not be  the  re s ult of compe ting offe rs  from

alte rna tive  supplie rs , which is  the  true  ha llmark of a  marke t-based pricing regime

11 Q How would you characterize TEP's offer to open some or all of its territory to

competition under the market and hybrid alternatives?

13 A TEP 's  offe r to  ope n s ome  or a ll of its  ma rke t to  re ta il compe tition  unde r the s e  two

proposa ls  gives  cus tomers  cold comfort a t bes t. The  re ta il marke t has  fa iled to deve lop to

this  point, a nd the re  is  no re a s on to be lie ve  tha t the  compa ny's  a lte rna tive s  will ma ke

furthe r advances  in re ta il compe tition poss ible , le t a lone  like ly

18 Q Summarize your views about TEP's market and hybrid alternatives

19 A TEP 's  two propos a ls  a re  cle a rly not ma rke t-ba s e d a lte rna tive s  a t a ll. The  hybrid

a lte rna tive  is  actua lly a  de riva tive  of cos t-of-se rvice  ra temaking combined with an a ttempt

to  tra ns fe r the  be ne fits  of TEP 's  h igh-va lue  ge ne ra ting  a s s e ts  from ra te pa ye rs  to

sha re holde rs . The  ma rke t a lte rna tive  me re ly re fle cts  the  compa ny's  de s ire  to e ffe ctive ly

continue  to se rve  its  e ntire  ma rke t a s  a  monopoly provide r, jus t a t a  highe r price . The se

two a lte rna tive  proposa ls  a re  troubling in my view, and repre sent a  s ignificant s tep away

from long-s tanding approaches  to ensuring the  lowest cos t, re liable  se rvice  to cus tomers

The  pra ctice  of othe r s ta te s , to my lmowle dge , ha s  not be e n to a llow a  utility to re ta in

genera ting asse ts , without adjus tments  for above-marke t va lue  (othe r than must-run units
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or thos e  ne e de d to provide  a ncilla ry s e rvice s ) a t the  utility le ve l, ins te a d of tra ns fe ning

the m to a n a ffilia te . I know of no pre ce de nt for a llowing a  utility to s e ll powe r to its e lf

with no protections  from se lf-dea ling, which could occur under the  hybrid proposa l.

The  ma rke t a lte rna tive  would tra ns fe r from cus tome rs  to UniS ource  s ha re holde rs  the

ability to capture  the  va lue  of gene ra tion inves tments  tha t, when made , were  a t ra tepayer

risk of proving to be  a bove  ma rke t in cos t. This  ine quity is  compounde d by the  fa ct tha t

TEP has  a lready captured s ignificant ea rnings  via  s tranded cos t recove ry on the  premise

tha t its  ge ne ra tion cos ts  we re  a bove  ma rke t. TEP  de nie s  a ny re spons ibility to re turn the

ea rnings  tha t it obta ined unde r s tranded cos t recove ry pursuant to a  forecas t tha t proved

wrong, and it now seeks  to obta in additiona l windfa ll profits  from se lling power a t ma rke t

prices  tha t a re  well above  its  actua l genera tion costs

14 Q Discuss the potential for the market or hybrid alternatives to be a lower cost

alternative than cost-of-service during the period when new rates will be in effect

16 A I do not be lie ve  tha t the re  a re  a ny ma te ria l prospe cts  tha t the  ma rke t or hybrid a lte ra tive

could produce  ra te s  lower than those  tha t would re sult from cos t-of-se rvice  ra temaking. It

is  e xtre me ly unlike ly tha t ma rke t price s  would drop be low the  cos t of ba s e  loa d coa l

ge ne ra ting units , which s upply a  compa ra tive ly high portion of TEP 's  re ta il loa d, The

costs  of these  units  have  not been se tting the  marke t clea ring price , it is  not like ly tha t they

will for the  pe riod during which ne w ra te s  will be  in e ffe ct

23 Q What c rite ria  do  you be lieve  a re  appropria te  for de te rmining  which  ra te  approach is

in  the  public  inte res t a t th is  time?

25 A Firs t and foremost, be lieve  tha t the  chosen ra te  se tting me thod should be  cons is tent with

the  obliga tion to ensure  jus t and reasonable  ra tes . The  ra te  se tting method should support

the  provis ion of sa fe  and re liable  e lectric se rvice  a t the  lowest possible  cost over time
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1 Anothe r importa nt public inte re s t cons ide ra tion is  re ta ining the  fle xibility to me e t the

cha llenges  of an industry in grea t flux and under grea t uncerta inty. De te rmining a fresh the

regula tory role  in planning and ensuring the  crea tion and defe rra l of new energy resources

should comprise  a  ma jor focus  of the  commiss ion a t this  time . Unce rta inty a bout future

carbon-emiss ion s tandards  and the  ability of independent power producers  to add needed

ge ne ra tion re s ource s  is  like ly to continue . S imila rly, e fforts  to s timula te  a lte rna tive

e ne rgy source s  a nd offs e ts  to e ne rgy use  a re  like ly to re ma in importa nt for some  time

Cos t-of-s e rvice  re gula tion offe rs  s ignifica nt fle xibility in promoting a lte rna tive  forms  of

both mee ting demand and reducing e lectricity consumption

S ome  commiss ions  a lso be lie ve  tha t continuing to e ncoura ge  the  de ve lopme nt of re ta il

compe tition, e ve n though it ha s  not be e n wide ly s ucce s s ful to  da te , is  in  the  public

inte res t. None  of the  a lte rna tive s  pre s e nte d  by TEP , e ve n the  s o-ca lle d  "ma rke t

a lte rna tive , would promote  the  progre ss  of re ta il compe tition in the  s ta te . And, of course

to the  extent tha t such promotion may no longer remain a  goa l, TEP 's  a lte rna tives become

irre le va nt

If one  vie ws  TEP 's  a lte rna tive s  in the  prope r conte xt, I be lie ve  tha t the  cos t-of-s e rvice

approach is  clea rly pre fe rable , it mee ts  the  crite ria  for jus t and reasonable  ra tes  as  we ll a s

othe r public inte re s t conce rns . Excluding the  TCRAC, the  compa ny's  ra te  proje ctions

unde r the  thre e  a lte rna tive s  cle a rly de mons tra te  tha t cos t-of-se rvice  is  the  mos t re lia ble

and lowest cos t option. Moreover, nothing about cos t-of-se rvice  ra temaking deprives  TEP

of a  me a ningful opportunity to e a rn re turns  s ufficie nt to e na ble  it to a ttra ct the  ca pita l

necessary to make new investments and to mainta in the  usefulness of existing ones

Only by burde ning the  cos t-of-s e rvice  a lte rna tive  with  the  obliga tion  to  a mofrize  a

ma ss ive  re gula tory a s se t ca n TEP  e ve n be gin to ca ll its  supe riority into que s tion. Eve n
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then, TEP 's  cla ims cannot change  the  a ttractiveness  of the  cos t-of-se rvice  approach over

the  long-te rm. Tha t s a id, howe ve r, TEP 's  proposa ls  loa d the  cos t-of-s e wice  a lte rna tive

with cons ide ra ble  ba gga ge  ove r the  s hort- to mid-te rm. Be ca use  the  Compa ny's  los t

revenues  cla im has  the  potentia l to s ignificantly change  the  neare r te rm economic impacts

of the  a lte rna tive s , it be come s  importa nt to s ubje ct it to clos e  s crutiny. It rd<e s  only a

mode ra te  TCRAC decrea se  to e limina te  the  surface -leve l e conomic appea l of the  hybrid

or ma rke t a lte rna tive s . In fa ct, our a na lys is  ha s  s hown tha t TEP  ha s  not, nor is  it like ly

tha t it could, de fend a  TCRAC a t any leve l

10 Q To what extent has TEP moved away from cost-of-service regulation under the

Settlement Agreement?

1 2 A TEP 's  price s  ha ve  re ma ine d s ubje ct to cos t-of-s e rvice  ra te ma king. Adoption of MGC

based pricing e lements  provide  a  basis  for s tranded cost recovery and for giving customers

a  price  to compa re  a ga ins t bundle d TEP  price s . The  floa ting CTC, howe ve r, cle a rly ha s

the  e ffect of conforming prices  to cos ts . Even had TEP dives ted its  genera tion asse ts  and

compe titors  come  to its  region, cos t-of-se rvice  principle s  would rema in for s tanda rd offe r

s e rvice , give n the  re quire me nt tha t TEP  ba s e  price s  on the  cos ts  it pa id for e ne rgy to

provide  such se rvice . If TEP  ha d e ve r be come  e ligible  to offe r compe titive  se rvice , TEP

would ha ve  pre s uma bly s ought the  right (like  a ny othe r compe titor) to offe r non-cos t

based energy prices . However, even those  would not be  based on the  MGC, but ra ther on

the  forces  tha t influence  pricing genera lly in robustly competitive  marke ts
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TEP'S CLAIM OF FINANCIAL HARM UNDER THE SETTLEMENT AGREEMENT

Please comment on the claim on page 20 of Mr. Pignatelli's direct testimony that the

TCRA will place TEP in the position it would have been but for the 1999 Settlement

Agreement

Q

That statement can only begin to make sense if TEP would have been able to support a

claim of a substantial revenue deficiency (using the ratemaking principles that would have

applied in the absence of the Settlement Agreement) during the years that the agreement

controlled rates. Moreover, all of the years of the agreement's controlling influence on

rates would be relevant in determining what "position" TEP would have occupied under

the t radit iona l ra temaking concepts  tha t  would have applied in the absence of the

Settlement Agreement

1 3 Q Please  summarize  your observat ions  about  the  leg it imacy  of TEP's  analys is

supporting its claim of $788 million in lost revenues

Liberty reviewed the TEP analysis underlying the claim. We found TEP's claim that it

should recover $788 million due to hand suffered under the Settlement Agreement to be

without solid foundation, and we found the analysis supporting its claim to be profoundly

flawed. Specifically, the company: (a) artificially truncated its analysis, having failed to

recognize the benefits to TEP during the early years of the settlement period, (b) aniseed at

its $788 million figure by inappropriately using 2003 data, (c) made no effort to address

the adjustments proposed by Staff and others to 2003 data during their reviews in the 2004

pr oceeding,  (d)  compounded the er r or s  i t  ma de in i t s  a na lys is  of  2003  da t a  by

simplistically extrapolating its claimed 2003 shortfall through to 2008 rather than basing it

on a year-by-year analysis, (e) failed to take into account the $656 million of fixed CTC

revenues it received, (f) failed to analyze any benefits to TEP of regulatory booldreeping

changes, (g) gave no consideration to what its profitability would have been had a truly

competitive marketplace emerged, (h) failed to take into consideration the benefit to TEP
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during the  se ttlement pe riod of a  hypothe tica l capita l s tructure , and (i) breached its  duty to

fully cons ide r (a nd use  if a ppropria te ) se curitiza tion to re duce  cus tome r cos ts  unde r the

Se ttlement Agreement's  CTC.3

4

5

6

Q- Please describe your finding that TEP's lost revenues analysis was artificially

truncated.

7 A A pa rticula rly se rious  Ha w in TEP 's  a na lys is  wa s  the  trunca tion of the  pe riod it cove re d

TEP has offered no evidence  about how it fared before  2003 under the  ra tes se t forth in the

Se ttlement Agreement. It is  inappropria te  for TEP  to ignore  this  pe riod, pa rticula rly s ince

it wa s  a  time  of ve ry robus t re ve nue  a nd profit growth. A cla im tha t the  S e ttle me nt

Agre e me nt produce d ha rm from 2003 onwa rd invite s  inquiry into wha t ha ppe ne d during

the  re s t of the  time  it wa s  in e ffe ct, i.e ., 1999 through 2002. A comple te  a na lys is  should

fa r from ignoring this  pe riod, a ctua lly give  it gre a te r we ight, give n tra ditiona l time -va lue

of-money concepts

TEP 's  choice  not to include  this  pe riod is  te lling, it is  a ls o ce rta inly not a ccide nta l. Its

a bs e nce  funda me nta lly unde rmine s  a ny cla im tha t TEP 's  re s ults  s hould be  ta ke n a s

re fle ctive  of the  S e ttle me nt Agre e me nt pe riod a s  a  whole . TEP  ha s  the  burde n to prove

tha t it s uffe re d ha rm. Elimina ting s uch a  la rge  pa rt of the  pe riod in que s tion from its

a na lys is ,  with  no th ing  more ,  wou ld  de mons tra te  a  fa ilu re  to  me e t the  bu rde n  o f

de mons tra ting tha t its  a ctua l fina ncia l re s ults  diffe re d from thos e  tha t it might ha ve

expected, had traditiona l regula tion continued. In fact, the re  is  quite  a  bit more , and wha t

more  the re  is  directly contradicts  TEP 's  cla im

25 Q How did TEP fare under the Settlement Agreement prior to 2003?

26 A Ra the r tha n curta iling profita bility, the  ra te  fre e ze  unde r the  S e ttle me nt Agre e me nt

actua lly proved to enhance  it a s  time  passed. The  colnpany's  annua l reports  for the  1995
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to 1999 pe riod, prior to the  S e ttle me nt Agre e me nt, cle a rly highlighte d ve ry s ignifica nt

decreases  in opera ting and maintenance  ("O&M") and genera tion fue l expense  from 1994

leve ls , which formed the  ba s is  of frozen ra te s . The  graphs  in Exhibit AAA illus tra te  the se

cha nge s . For e xa mple , a ctua l O&M cos ts  droppe d from 1.5 ce nts /kWh in 1995 to 1.1

cents/kWh by 1999, a  decrease  of over 25 percent. TEP has sa id tha t it experienced a  tota l

headcount reduction of 15 percent in 1996, and a lso undertook s ignificant e fforts  to reduce

adminis tra tive  and genera tion ("A&G") expenses .4

Indeed, the  company's  foreca s t of ave rage  ra te s  in this  proceeding proves  tha t TEP  has

made  la rge  s tride s  in reducing its  cos ts  s ince  the  Se ttlement Agreement. The  company's

a ve ra ge  ra te  compone nt for T&D in 2009 is  2.28 ce nts /kWh, which is  ne a rly 20 pe rce nt

lower than tha t in place  during the  se ttlement period, 2.76 cents /kWh

The  1996 ra te  case  decis ion e s tablished a  mora torium pe riod prohibiting filings  seeking a

change  in ra tes  be fore  January l, 2000, except for conditions  of emergency "or for sharing

of benefits  with cus tomers  of cos t conta inment e fforts  where  appropria te ." The  se ttlement

agreement in the  1996 case  included TEP's  express s ta tement of an intention "to ensure  its

customers rece ive  the ir fa ir share  of the  benefits  of e fficient opera tions and successful cost

sma ll portion of cos t s a vings . Wha t followe d ne xt wa s  the  1999 S e ttle me nt Agre e me nt

De cis ion No. 62103 a pproving the  S e ttle me nt Agre e me nt note d tha t s ome  pa rtie s  ha d

a rgue d for a  ne w cos t-of-s e rvice  s tudy a t the  time . Tha t s tudy did not ta ke  pla ce , the

Commission decided to a llow TEP to continue  to charge  ra tes  based on the  1994 tes t year

to a void the  ye a r or more  de la y tha t would be  ca us e d by a  ne w cos t-of-s e rvice  s tudy

TEP , in spe cula ting now wha t might ha ve  ha ppe ne d ha d the  Se ttle me nt Agre e me nt not

Response to Staff Data Request 6.5
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a pplie d , now ignore s  the  pote ntia l for ra te s , a t le a s t a t tha t time , to  ha ve  fa lle n

s ignificantly. Moreover, the re  remains  the  ques tion of how TEP might have  been ca lled

upon to further honor its  earlier commitment to share with customers cost savings that had

been underway for an extended time.

5

6 Q Describe Liberty's efforts to estimate the benefits that accrued to TEP in the years

between 1999 and 2002

8 A We ca lcula ted an es timate  of savings  impact from 1999 through 2002, based on yearly

sa les , genera tion, and the  reductions  in O&M and genera tion fue l expense  cited in the

company's  annual reports . We also asked TEP to provide figures for the  equivalent O&M

and gene ra tion fue l expense  used in the  1994 te s t yea r. For example , a lthough TEP 's

actual O&M expense  for 1995 was approximate ly 1.50 cents/kWh, the  company cla imed

tha t the  equiva lent amount in its  1994 tes t year was 1.43 cents /kWh.' We measured the

impact of the  O&M reductions  by multiplying the  yearly wholesa le  and re ta il sa les  by the

difference between the company's  actual O&M rate  for the  year and the O&M component

of the  froze n ra te . S imila rly, we  ca lcula te d the  e ffe cts  of ge ne ra tion-fue l e xpe ns e

re ductions  by multiplying ye a rly ge ne ra tion by the  diffe re nce  be twe e n the  compa ny's

actual yearly expense rate and the generation iiuel expense component of the frozen rate

We unde rs tand tha t this  approach does  not account for othe r changes  tha t may have

occurred in TEP's  cost of providing service  during tha t time (e .g., new investments , cost

of-capita l changes). Neverthe less , it is  clea r tha t othe r changes  would have  to be  ve ry

large to offset the benefits of reduced O&M and generation fuel expense

Response to Staff Data Request 8.4c
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1 Q- What res ults  d id  Liberty's  ana lys is  produce?
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Exhibit BBB shows  the  re sulting ca lcula tion for 1999 through 2002. Ma rgins  a ttributa ble

to the  spre a d be twe e n the  froze n ra te  a nd a ctua l O&M a nd ge ne ra tion e xpe nse s  we re

a pproxima te ly $212 million. The  re ve nue  e quiva le nt of tha t figure  is  $353 million, us ing

TEP 's  convers ion factor of 1.6609

Ne xt, we  took into a ccount the  time  va lue  of mone y, which would more  he a vily we ight

a mounts  in e a rlie r ye a rs . This  s te p be ga n with TEP 's  a na lys is  of re ve nue  shortfa ll plus

ca rrying cos ts  (TEP  Exhibit KCG-1, Ca lcula tion of Fore gone  Re ve nue s  Unde r Ra te

Fre e ze ), which s upporte d its  los t re ve nue  figure  of $788 million. We  a dde d the  $212

million (tre a te d a s  ope ra ting income ) to TEP 's  a na lys is , tre a ting the  ye a rs  1999 through

2002 as  a  "nega tive  shortfa ll." Then, we  applied the  same  cos t of capita l tha t TEP used in

its  a na lys is , 8.78 pe rce nt, to ca lcula te  ca rrying cos ts  on e a rly ye a rs  of ove r-e a rnings , a s

illus tra ted in Exhibit CCC. The  re sultant ending revenue  ba lance  was  approximate ly $113

million. S ta ted diffe rently, the  ove r-ea rnings  tha t Libe rty ca lcula ted in ea rlie r yea rs  would

e limina te  a pproxima te ly $675 million of TEP 's  cla ime d ha rm from 2003 onwa rd. This

a na lys is  de mons tra te s  how s ignifica nt TEP 's  e rror in  ignoring the  e a rly pa rt of the

se ttlement pe riod may be . The  e ffect of this  ove r-ea rning in ea rly yea rs  of the  Se ttlement

Agreement would a lone  place  the  projected ra te  pa th under the  marke t a lte rna tive  clea rly

above tha t of the  cost-of-service  approach

A.

Our origina l a na lys is  a ssume d tha t the  O&M ra te  conta ine d in TEP 's  1994 te s t ye a r wa s

the  s a me  a s  its  a ctua l O&M cos ts  for 1995 (1.50 ce nts /kWh), which I be lie ve  wa s  a

reasonable  assumption, given tha t O&M costs  were  fa lling over tha t pe riod. I chose  to use

TEP 's  figure  of 1.43 ce nts /kWh be ca us e  it wa s  more  cons e rva tive . Unde r my e a rlie r

a na lys is , howe ve r, TEP 's  ove r-e a rnings  in the  e a rlie r ye a rs  e sse ntia lly ca nce lle d out the

entire  los t revenues  cla im
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1 Q- How did TEP's use of 2003 results drive its calculation of $788 million in lost

2 revenues?
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TEP  took little  more  tha n a  "ba ck-of-the -e nve lope " a pproa ch to ca lcula ting its  tota l los t

re ve nue  figure . The  s implicity a nd a rbitra rine s s  of its  a pproa ch doe s  not come  close  to

be ing in proportion to the  vas t sum ($788 million) it seeks  to recove r. The  company fa iled

a nything a pproa ching a  rigorous  ye a r-by-ye a r a na lys is  e ve n for the  se le cte d ye a rs  it did

examine  under the  Se ttlement Agreement. In e ffect, wha t TEP did was  to ana lyze  a  s ingle

year (2003), and then routine ly apply the  results  it obta ined to the  years  2004, 2005, 2006

2007 , a nd  2008 . TEP 's  s imp le  g ros s ing  up  o f 2003  a d jus tme n ts  is  a rb itra ry a nd

unconvincing, given the  need for a  yea r-ove r yea r ana lys is  to support the  kind of cla im it

makes. TEP  e rre d s ubs ta ntia lly in us ing re ve nue  growth a s  a  ba s is  for e xtra pola ting

re ve nue  de ficie ncy. For TEP  to s imply a s s ume  tha t a ll othe r income -a ffe cting fa ctors

fo llow re ve nue  is  illog ica l,  pa rticu la rly fo r a  u tility e xpe rie nc ing  h igh  g rowth  a nd

incre a s ing profita bility

16 Q How did  CTC revenues  figure  in  TEP 's  ca lcu la tion?

17 A Incomprehens ibly, TEP has  a rgued tha t the  monies  it rece ived for the  fixed CTC were  not

in the  same sense  as  other monies  tha t it rece ived, and there fore  excluded therevenues"

A.

fixed CTC revenues (and associa ted expenses) as  adjustments  to 2003 opera ting income

One  of the  more  gla ring s hortcomings  of TEP 's  a na lys is  is  tha t it ne ve r ta ke s  the s e

s tranded cos t revenues  into account a t a ll, de spite  the  fact tha t it neve r actua lly incurred

s tra nde d cos ts  in this  ma gnitude . The  $656 million in  fixe d CTC re ve nue s  TEP  ha s

re ce ive d through the  third qua rte r of 2007 (cons is ting of $404 million in a mortiza tion of

s tra nde d cos t, plus  re turn a nd income  ta x of $252 million) a re  some how los t from TEP 's

lost revenue  ana lysis . TEP's  choice  to ignore  these  revenues is  inappropria te  on its  face



Direct Testimony of John Antonuk
Docket Nos. E-01933A-07-0402 and E-01933A-05-0650
Page 33

1

2

3

4

Also, a fte r the  Se ttlement Agreement decis ion, TEP ins tituted a  number of changes  in its

regula tory bold<eeping, including the  crea tion of a  regula tory a sse t to amortize  purported

stranded costs . These  changes were  ultimate ly unnecessary, as TEP has no stranded costs

a nd ha s  not dive s te d its  ge ne ra tion. The  compa ny's  los t re ve nue  a na lys is  ma ke s  no

a tte mpt to de te rmine  the  be ne fit to TEP  of the se  bookke e ping cha nge s  a nd to use  such

benefits  to offse t some of the  cla imed losses .

5

6

7

8 Q How representative do you consider a 2003 test year to be as the basis for the

10 A

company's  c la ims ?

The  ye a r 2003 ca n not be  cons ide re d a  typica l ye a r from a  ra te ma king pe rs pe ctive . It

inc lude d  the  e ffo rts  a nd  cos ts  ne ce s s a ry to  a cqu ire  a nd  in te gra te  two  ne w u tility

opera tions . Experience  shows tha t such e fforts  produce  long-te rm savings, but immedia te

te rm cos ts  (e s pe cia lly in the  firs t ye a r). The  ye a r 2003 a ls o witne s s e d the  propos e d

acquis ition by Saguaro, another source  of non-recuning cos ts . S imila rly, TEP experienced

a  s ignificant amount of unplanned outages a t its  coa l genera ting facilities  during the  year

Q What is your opinion of TEP's adjustments to 2003 operating income17

18 A TEP  ma de  $68.6 million of downwa rd pro forma  a djus tme nts  to a ctua l 2003 ope ra ting

income , which re sulte d in its  ca lcula tion of a n ove ra ll gros s  re ve nue  de ficie ncy of $111

million . We  ha ve  re vie we d the  te s timony of S ta ff a nd  RUCO put fo rth  in  the  2004

proce e ding. The  a djus tme nts  ma de  to TEP 's  ope ra ting income  de ficie ncy by S ta ff a nd

RUCO in tha t proce e ding mus t be  cons ide re d whe n vie wing TEP 's  cla im. It is  importa nt

to note tha t both S ta ff a nd RUCO did not comple te  a  full re vie w of the  a djus tme nts

e nding the ir a na lys e s  whe n it wa s  cle a r tha t the y would not find grounds  for a  ra te

de cre a se . Ne ve rthe le ss , the ir a djus tme nts  subs ta ntia lly re duce d the  a mount cla ime d by

TEP . S ta ffs  a na lys is , for e xa mple , found tha t TEP 's  cla ime d re ve nue  s hortfa ll of $111

million in 2003 wa s  a ctua lly close r to $67 million. This  is  a  dra s tic re duction, cons ide ring
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tha t S ta ff a t tha t time  did not inve s tiga te  or cha lle nge  TEP 's  pro forma  a djus tme nt for

s tra nde d cos ts , which cons titute d the  lion's  s ha re  of TEP 's  a djus tme nts  to ope ra ting

income .3

4

5 It is  not poss ible  to te ll wha t the  Commiss ion would have  made  of the  TEP cla im or of the

S ta ff7RUCO a djus tme nts  in a  litiga te d ra te  ca se . Howe ve r, I found the  a djus tme nts  by

S ta ff and RUCO gene ra lly to be  logica l, ana lytica lly supported, and demons tra tive  of the

type  one  would expect. TEP simply s idestepped the  issues  ra ised by Staff and RUCO, and

fa iled to incorpora te  any of the  suggested changes into its  current analysis

I be lie ve  tha t the  e vide nce  supports  a  conclus ion tha t TEP  would not ha ve  be e n a ble  to

subs ta ntia te  a  cla im of unde r-e a rnings  a t the  ma gnitude  it pre se nte d. In fa ct, ta king into

a ccount the  s tra nde d cos t re cove ry TEP  wa s  re ce iving, it a ppe a rs  like ly a s  not tha t TEP

would not have  been able  to show any s ignificant unde r-ea rnings  on the  bas is  of a  2003

tes t year. This  conclus ion is  s trengthened even more  when one  considers  tha t actua l TEP

equity leve ls  furthe r undercut a  conclus ion of under-eaming

1 8 Q Discuss the significance of the Commission's use of a hypothetical capital structure to

set TEP rates in connection with its claim of harm from operating under the

Settlement Agreement

2 1 A Eve n if TEP  ha d e s ta blishe d a  sound ba s is  for the  cla im tha t it suffe re d ha rm unde r the

S e ttle me nt Agre e me nt, its  a na lys is  ina ppropria te ly fa ils  to cons ide r a  be ne fit tha t it ha s

cle a rly ga ine d from the  Commis s ion's  us e  of a  hypothe tica l ca pita l s tructure  tha t is  fa r

more  equity-rich than TEP 's  ha s  actua lly been. The  use  of tha t s tructure  ha s  contributed

gre a tly to TEP  in the  pe riod cove re d by the  S e ttle me nt Agre e me nt. De bt ra tings  ha ve

s te a dily improve d. Equity ha s  grown a t a  high a nd s te a dy ra te  (a s  de bt ha s  fa lle n) tha t

could not ha ve  be e n a ccomplis he d without the  s upport of the  Commis s ion through its
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acceptance of a hypothetical equity level. Also, expensive debt has been exchanged for

less costly debt. The use of TEP's actual capital structure to set rates would have reduced

the utility's substantial profits, thereby reducing the cash available to bring its capital

structure to more typical utility levels.

5

6

7

8

9

10

It contradicts basic standards of fairness to fail to acknowledge and account for the

benefits that TEP has received from the use of non-traditional ratemaking principles

during the same period in which it makes an accounting (albeit a wholly deficient one) of

harm it contends it has suffered.

11 Q-

12

Wh a t  d id  yo u  c o n c lu d e  re g a rd in g  TEP 's  c la im  o f fin a n c ia l h a rm  u n d e r  th e

Settlement Agreement?

13

14

I concluded tha t it cannot be  supported. If one  takes  Staff and RUCO adjus tments  to the

2003 tes t year operating income and the over-eamings  by TEP in the 1999 to 2002 period

into account, TEP appears  to have suffered no financia l harm, and may well be  far ahead

fina ncia lly a s  a  re s ult of the  Se ttle me nt Agre e me nt. TEP 's  de ma nd for $788 million is

brazen given the insubs tantial support the company has  offered for it

19 Q Do you have any other observations about TEP's entitlement to recover losses it

claims to have experienced since the Settlement Agreement?

21

A.

A Yes, that agreement imposed on TEP a material duty that it has failed to perform. The

Commission's 1999 Decision No. 62103 contemplated the possibility of securitizing a

portion of the CTC. Securitization is a method of refinancing that has proven to be an

effective vehicle for reducing the carrying costs associated with stranded cost recovery

The Decision directed that Settlement Agreement Section 2.l(g) be amended to provide

that, "TEP shall file a securitization plan for any portion of the CTC. Such financing

application will provide that TEP will share the benefits of such securitization with its
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1 cus tomers . The  Commiss ion sha ll is sue  an orde r authorizing the  securitiza tion if TEP can

2 demonstra te  tha t it is  in the  public inte res t.57

3

4

5

6

TEP 's  re s pons e  to  S ta ff Da ta  Re que s t 7 .27 , a s king  the  compa ny to  de s cribe  its

cons ide ra tion of s e curitiza tion, indica te d a  la ck of s ubs ta ntia l a na lys is  of this  option.

Prudence  required of TEP serious and ongoing eva lua tion of the  savings tha t securitiza tion

may have  produced for cus tomers . Ce rta inly, any entitlement to recove ry of cla imed loss

during the  pe riod of the  S e ttle me nt Agre e me nt (e ve n a s s uming s uch cla im to be  va lid)

s hould re quire  tha t TEP  would ha ve  unde rta ke n a ll re a s ona ble  a ctions  to mitiga te  the

impact of s tranded cos ts  on cus tomers . The  fa ilure  to ca re fully and regula rly examine  the

potentia l for savings  through securitiza tion constitutes  a  breach of tha t duty

13 TEP'S FINANCIAL HEALTH DURING THE SETTLEMENT PERIOD

14 Q What significance do you generally attach to public reports about utility financial

pe rformance

16 A The y ce rta inly provide  good ove ra ll indica tors  of fina ncia l pe rforma nce , howe ve r, the y

a re  not in norma l s itua tions  a  subs titute  for the  traditiona l, focused revenue  requirements

ana lys is  tha t takes  place  in ra te  proceedings . Moreover, it can be  difficult, even with we ll

segmented reporting, to sepa ra te  cos ts  among the  va rious  entitie s  tha t comprise  a  typica l

utility holding compa ny

22 Q To what degree do your cautions about such public reports apply here

23 A We have to start by observing that nobody has performed traditional revenue requirements

ana lyses  on a  year over year basis  a t TEP s ince  before  the  Se ttlement Agreement. In the

face  of the  s tagge ring amount of money tha t TEP  says  it ha s  "los t" s ince  the  Se ttlement

Agre e me nt, it would be  use ful to ha ve  such informa tion - informa tion tha t TEP , who ha s

made  the  cla im, should have  produced. In its  absence , it becomes appropria te  to tes t what
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1 TEP  is  s a ying in this  proce e ding with wha t it ha s  be e n te lling the  public  ove r the  ye a rs  in

2 que s tion.

3

4 We have  the  added advantage  here  of the  fact tha t UniSource  has  not had a  profit-making

non-utility ope ra tion throughout tha t pe riod. S pe cifica lly, wha te ve r contribution thos e

bus ine s se s  ha ve  ma de  to ove ra ll UniS ource  re sults  ha ve  be e n ne ga tive . More ove r, for

mos t of the  pe riod, the  Citize ns  ope ra tions  we re  not a  fa ctor. Thus , I think it is  re le va nt

given the  na ture  of TEP 's  cla im he re , to look to the  ove ra ll leve l of financia l success  tha t

its  parent has had during the  Settlement Agreement years

1 1 Q What does such an examination tell us. on an overall basis?

12 A The  S e ttle me n t Agre e me n t ye a rs  ha ve  be e n  no th ing  s ho rt o f a  "boom time " fo r

UniS ource , which ha s  pe rfonne d e xtra ordina rily we ll during the m. More ove r, TEP 's

performance  has  been the  overwhelming driver of the  parent's  overa ll success . It becomes

e xtre me ly difficult to s e e  how cus tome rs  could ha ve  be e n pa ying too little  to TEP  whe n

UniS ource  wa s  a lre a dy ne a r or a t the  top of U.S . e le ctric utility fina ncia l pe rforma nce . It

s e e ms  mos t unlike ly tha t UniS ource  could ha ve  e xpe rie nce d such s trong re sults  if TEP

ra tes  were  not a t leas t compensa tory. Tha t, a t the  leas t, is  a  reasonable  position to take  in

the  absence  of convincing, yea r-ove r-yea r revenue -requirements  ana lys is  from the  utility

tha t says it has suffered such la rge  depriva tion

22 Q What evidence exists that TEP did very well during the 1999 to 2002 period?

23 A As  I dis cus s e d e a rlie r, ba s e d on my a na lys is , it a ppe a rs  tha t TEP  wa s  not fina ncia lly

ha rme d by the  S e ttle me nt Agre e me nt, a nd in fa ct ma y ha ve  be ne fite d from it. TEP 's

cla ims  of ha rm a re  more  tha n offs e t by its  ove r-e a rnings  in the  1999 to 2002 pe riod

Supporting evidence  of such over-ea rnings  is  re flected in TEP 's  and UniSource 's  reported

financia l pe rformance  during tha t pe riod
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Re ta il re ve nue s  gre w quite  subs ta ntia lly, give n a  combina tion of growth in the  numbe r of

customers  and in usage  per customer. Average  use  by res identia l cus tomers  from 1994 to

2006 gre w by 18 pe rce nt, with 25 pe rce nt of tha t incre a s e  coming s ince  2003.8 This

me a ns  tha t TEP  prima rily be ne fite d from growth in the  e a rly ye a rs  of the  s e ttle me nt

5 pe riod.

In 1999, TEP  continue d to se e  cons is te nt a nd la rge  re ductions  in O&M cos ts , which ha d

the  e ffect of increa s ing the  margin it e a rned for each unit sold. TEP  gene ra ted la rge  and

s te a dily growing a mounts  of fre e  ca s h flow, much of which it us e d to e limina te  ve ry

e xpe ns ive  de bt. The  re ductions  in inte re s t e xpe nse  produce d nota ble  improve me nts  in

earnings

Particula rly s ignificant during this  pe riod were  the  revenues  tha t TEP ea rned by us ing the

excess  capacity of its  genera ting units  to make  off-sys tem sa les . Coa l, the  primary fue l for

TEP 's  ge ne ra tion us e d to s e rve  re ta il loa d, ha d compa ra tive ly s ta ble  price s  ove r the

pe riod. This  ha d two be ne ficia l e ffe cts . Firs t, re ta il cos ts  did not incre a se  a s  s ignifica ntly

as  the  price s  of othe r, more  vola tile  fue ls  rose . Second, opportunitie s  to make  off-sys tem

sa le s  and the  margins  produced by each unit grew corre spondingly with increa se s  in the

cos ts  of (primarily) na tura l gas  be ing used by othe r regiona l genera tors . TEP experienced

repea ted and la rge  ga ins  in wholesa le  revenues (in one  year revenue  doubled, followed by

anothe r in which they doubled aga in, re aching a  point in 2001 whe re  whole sa le  revenue

exceeded re ta il revenue)

Me a s ure d by both  the  growth in  u tility re ve nue s  a nd utility ope ra ting  income , TEP

experienced major improvements , not degrada tion, in financia l performance  be tween 1999

and 2002. Its  e specia lly s trong results  do not show an inability of ra te s  to cover expenses

Response to Staff Data Request 7.20
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a nd to provide  a  me a ningful opportunity for a  fa ir re turn. Ins te a d of showing the  a ttrition

typ ica l o f pe riods  p re ce d ing  a  ra te  filing , the y a ctua lly s how a n  a b ility to  improve

profitability through a  s trong re ta il growth ra te , a  pa rticula rly bene ficia l ma tch be tween its

s ource s  of s upply a nd whole s a le  ma rke t conditions , a nd a n  a bility to  a chie ve  re a l

re ductions  in O&M a nd de bt cos ts . The  a va ila ble  e vide nce  te nds  to s how a n a bility of

TEP to earn superior re turns through 2002

8 Q What were your general conclusions about TEP's financial health from 2003

onward?

10 A De s pite  its  cla ims  of e xtre me  fina ncia l ha rds hip unde r the  S e ttle me nt Agre e me nt from

2003 onwa rd, TEP 's  public s ta te me nts  show continuing s trong fina ncia l re sults  ove ra ll

On Nove mbe r 6, 2006, the  Edis on Ele ctric Ins titute  ("EEl") pre s e nte d its  a nnua l Inde x

Awa rds  for "outs ta nding sha re holde r re turn ove r a  five -ye a r pe riod" to UniS ource  in the

sma ll-cap ca tegory, commending the  company for its  172 pe rcent re turn ove r five  yea rs

The  indus try group cite d the  s trong growth in  both the  UniS ource  Ene rgy S e rvice s

("UES") and TEP regions  and the  production of "s trong ope ra ting cash flows" through the

solid pe rformance  of its  coa l-based genera ting flee t." EEl a lso noted tha t UniSource  had

re duce d de bt by $500 million s ince  2001, a nd incre a se d divide nds  by a n a ve ra ge  of 21

pe rce nt s ince  re suming the m in 2000. Divide nds  ha ve  incre a se d for s e ve n conse cutive

years

UniSource  has  touted the  fact tha t its  inves tors  have  achieved rewards  much highe r than

those  they could have  obta ined e lsewhere , whe the r in the  e lectric indus try or in American

bus iness  in gene ra l. In its  2006 Annua l Report, TEP  showed the  following comparison of

tota l re turns since  2005
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Between 2004 and 2006, UniSource  experienced a  46 pe rcent growth in ne t income, from

$45.9 to $67.4 mil1ion.9 It is  critica l to  ke e p in mind tha t TEP  ha s  be e n the  prima ry

pos itive  contributor to UniS ource  ope ra ting a nd ne t income . Non-utility ope ra tions  ha ve

ha d cons is te nt los se s  a nd the  pa re nt ha s  produce d ne t ne ga tive  e xpe nse s  through the

7 pe riod in que s tion. Contributions  by UNS  Ga s  a nd UNS  Ele ctric ha ve  be e n mode s t. All

of the  ne t income  in 2006 ca me  firm TEP _ the  ne t income  of $9 million from UNS  Ga s

and UNS Elechic essentia lly cance lled out the  $9 million loss  by the  parent and other non

regula ted operations

As  I note d e a rlie r, UniS ource  during 2003 ha d the  re source s  ne ce s sa ry to a cquire  a nd

in te gra te  two ne w utility ope ra tions . The  ye a r 2003 a ls o witne s s e d the  propos e d

a cquis ition  by S a gua ro , which  cle a rly s igna ls  tha t the  compa ny wa s  vie we d a s  a n

a ttractive  one  a t tha t time

1 7 Q Are there other public statements emphasizing its financial well-being that

UniSource made during the settlement period?

Ye s , the y a re  s imply too nume rous  to de ta il. To give  one  a  fla vor for the  cons is te ntly

optimis tic a nd pos itive  me s s a ge s  from the  compa ny during the  s e ttle me nt pe riod, I

Unisource 2006 Annual Report, page 52
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de ve lope d a  bulle te d s um m a ry of s ta te m e nts  from  UniS ource 's  a nnua l re ports  from  1999

onwa rd,  inc lude d a s  Exhibit DDD. The  ros y fina nc ia l p ic ture  tha t UniS ource  ha s  pa inte d

in its  fina ncia l s ta te me nts  unde rscore s  the  prima ry point, i.e . , tha t TEP  ha s  fa re d e xtre me ly

we ll unde r the  S e ttle me nt Agre e me nt.

Q~ Does this conclude your testimony?

5

6

7

8

A. Ye s .
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1 APPENDIX A: PRIOR REGULATORY PROCEEDINGS

2 IN WHICH JOHN ANTONUK HAS PARTICIPATED

3

4

5

6

The Arizona Corporation Commission regarding the acquisition of UniSource. I provided

testimony for Commission Staff regarding the public interest considerations applicable to the

proposed acquisition.

7

8

9

1 0

2. The Public Utility Commission of Oregon regarding the acquisit ion of Portland General

Electric. I provided for a group of industrial interveners testimony similar in scope to that

provided in the UniSource acquisition.

1 1

1 2 The Staff of the New Hampshire Public Utilities Commission regarding the acquisitions

of the land-line telecommunications1 3

1 4

proposed acquisition by FairPoint Communications

business of Verizon in the states of New Hampshire, Maine, and Vermont. This engagement

1 5

1 6

1 7

included a  review of a ll of matters affecting the public interest ,  including governance,

management and technical capability, network infrastructure, staffing location and adequacy,

service quality, financial soundness, new-service expansion, sufficiency of rates over time,

service and rates to wholesale competitors, debt and equity financing, future acquisitions, and

transition uncertainties and needs

2 1

22

4. Public Utility Commission of Texas regarding the acquisition of TXU. I testified for the

AARP regarding utility financial and other issues involved in the acquisition

24

26

5. The New Jersey Board of Public Utilities (BPU) as part of its investigation of NUTs finances

governance, affiliate transactions, controls, and compliance with the conditions established by

the BPU in allowing the formation of a holding company. My role there was to manage a

focused audit to address the matters listed above and to advise the BPU on interim actions

1 .

3.

necessary to assure that significant financial difficulties at the holding company did not cause
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1 a  fa ilure  of Eliza be thtown Ga s  to continue  to de live r s a fe , re lia ble , a nd a de qua te  s e rvice  to its

2 ma ny re ta il cus tome rs  in Northe rn Ne w J e rs e y.

3

4

5

The  Ne w Ha m ps hire  P ublic  Utilitie s  Com m is s ion  re ga rd ing  the  a gre e m e nt tha t s e ttle d  the

re s tructuring of P ublic  S e rvice  Com pa ny of Ne w Ha m ps hire  (DR 99-099).

6

7 7. The  Ne w Ha mps hire  P ublic Utilitie s  Commis s ion re ga rding the  me rge r of NU a nd CEI (DE

8 00-009).

9

10

11

The  North Ca rolina  Utilitie s  Commis s ion, by a ffida vit a ddre s s ing the  re s ults  of Libe rty's  a udit

of Duke  Ene rgy's  a ffilia te  tra ns a ctions  a nd re la tions hips .

12

13

14

15

9. The  P e nns ylva nia  P ublic Utility Commis s ion re ga rding te s t-ye a r e xpe ns e  a djus tme nts  for

va rious  findings , conclus ions , a nd re comme nda tions  from Libe rty's  ma na ge me nt a nd

opera tions audit of West Penn Power Company.

16

17 10. The  Te nne s s e e  P ublic  S e rvice  Com m is s ion re ga rding the  ra te -ca s e  im plica tions  of va rious

findings , conclus ions , a nd re comme nda tions  from Libe rty's  ma na ge me nt a nd ope ra tions  a udit

of Unite d Citie s  Ga s  Com pa ny

21 11. The  Ma ryla nd P ublic S e rvice  Commiss ion re ga rding the  ra te -ca se  implica tions  of Libe rty's

audit of the  a ffilia te  re la tionships  and transactions  of C&P Te lephone  Company of Maryland

24

25

(now Ve rizon Ma ryla nd)

12. The  Maryland Public Se rvice  Commiss ion rega rding the  mies  of conduct tha t should apply to

re la tions hips  be twe e n Ba ltimore  Ga s  & Ele ctric Compa ny a nd its  a ffilia te s  in the  e ne rgy

26

6.

8.

bus ine s s
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1

2

3

13. The  Virginia  S ta te  Corpora tion  Commis s ion re ga rding a  va rie ty of ma tte rs  a t is s ue  in

a rbitra tions  be twe e n ma jor compe titive  loca l e xcha nge  s e rvice  provide rs  (including AT&T,

MCI, a nd S print) a nd Be ll Atla ntic.

4

5

6

14. The  Illinois  Comme rce  Commis s ion on the  file t-procure me nt pra ctice s  a nd de cis ions  of

Centra l Illinois  Public Se rvice  Company.

7

8

9

10

15. The  Ma ssa chuse tts  De pa rtme nt of Te le communica tions  a nd Ene rgy re ga rding compe titive ,

marke t, and a ffilia te -re la tionship is sues  conce rning Bos ton Edison's  entry into non-traditiona l

businesses , including energy marke ting and services  and te lecommunica tions , as  a  consultant

to Boston Edison.11

13

14

16. The  Public Utilitie s  Commiss ion of Ohio, rega rding the  findings  and conclus ions  reached by

Libe rty in its  a udit of Ame rite ch re ta il s e rvice  pe rforma nce  qua lity a nd pe rforma nce  qua lity

measurement

1 6

17

18

17. Wyoming P ublic S e rvice  Commis s ion re ga rding the  ga s  procure me nt a nd tra ns porta tion

practice s  of K N Ene rgy

19

20

21

22

18. The  Colora do, Wyoming, a nd Uta h public s e rvice  commis s ions  re ga rding the  s ta tus  of a

pe rformance  measures  audit and pe rformance  da ta  reconcilia tion re la ted to Qwest 271 OSS

tes ting

24

25

19. Maryland Public Se rvice  Commiss ion, rega rding the  Code  of Conduct adopted a s  pan of the

BG&E/PEPCO merge r

26

27 20. The  Virginia  Corpora tion Commiss ion conce rning sepa ra te  a rbitra tions  involving five  CLECS

and Be ll Atlantic and GTE28
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1

2

3

21. S e rvice  a s  a n a rbitra tor, fa cilita tor, or a dminis tra tive  la w judge  on a  contra ct ba s is  in the

following s ta te  commission proceedings under the  Te lecommunica tions  Act of 1996 :

4

5 • AT&T/US We s t in te rconne ction  a gre e me nt a rb itra tion  a gre e me nt: Ida ho P ublic

Utilitie s  Commis s ion6

7 • AT&T/GTE inte rconne ction a gre e me nt a rbitra tion a gre e me nt: Ida ho P ublic Utilitie s

Commiss ion8

9 Inte rconne ction a gre e me nt a rbitra tions  involving two sma ll CLECs  a nd Qwe s t: Ida ho

P ublic Utilitie s  Commis s ion10

11 • AT&T/Be ll S outh inte rconne ction a gre e me nt a rbitra tion: Mis s is s ippi P ublic S e rvice

12 Commiss ion

13 •

14

15

16 •

Qwe s t S e ction 271 Che cklis t Complia nce , S e pa ra te  Affilia te , P ublic Inte re s t, a nd

Exis te nce  of Loca l Compe tition Is s ue s : Ida ho, Iowa , Monta na , Ne w Me xico, North

Dakota , Utah, and Wyoming public se rvice  commiss ions

Sufficiency of Qwest Performance  Assurance  Plan re la ted to Section 271 entry: Idaho,

Iowa , Monta na , Ne w Me xico, Ne bra s ka , North Da kota , Wa s hington, a nd Wyoming

public se rvice  commiss ions

S ma ll CLEC is s ue s  forum in conne ction with s ta te  re vie w of Qwe s t 271 pe tition

Montana  Public Se rvice  Commiss ion

Billing compla ints  by thre e  pa ging compa nie s  a ga ins t Qwe s t: Ida ho P ublic Utilitie s

Commiss ion

24

25

22. Service  as  an advisor to commissioners , administra tive  law judges, and arbitra tors  in a  number

of other s ta te  proceedings re la ted to the  Telecommunica tions Act of 1996

26

Globa l s e ttle me nt of inte rconne ction, unive rs a l s e rvice  funding, a nd re la te d is s ue s

involving a ll ILE Cs  a nd CLECs: Pe nnsylva nia  Public Utility Commiss ion
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1 •

2

3 •

Thre e  se pa ra te  ILEC inte rconne ction a gre e me nt a rbitra tions  with Be ll Atla ntic: Ne w

Je rsey Boa rd of Public Utilitie s

Be ll Atla ntic S GAT a nd UNE price  a nd a cce s s  proce e dings : Virginia  Corpora tion

4 Commiss ion

5 • Nine  se pa ra te  a rbitra tions  ove r se ve n ye a rs , involving Be ll Atla ntic: De la wa re  P ublic

Se rvice  Commiss ion6

7

8

9

Bell Atlantic Colloca tion proceedings : De laware  Public Se rvice  Commiss ion

Verizon 271 entry: De laware  Public Se rvice  Commiss ion

Verizon 271 entry: Dis trict of Columbia  Public Se rvice  Commiss ion

1 0
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EXECUTIVE SUMMARY
TUCSON ELECTRIC POWER COMPANY

DOCKET NO. E-01933A-07-0402

My testimony addresses the following issues:

Tucson Electric Power Company's ("TEP" or "Company") proposed revenue requirement
under the "Cost of Service" methodology.
Adjustments to test year data
Rate base
Test year revenues (including number of customers and usage) and expenses.
Depreciation rates
The Company's requested Purchased Power and Fuel Adjustment Clause ("PPFAC") and
Staff" s recommendations for features to include in a new PPFAC for TEP

My findings and recommendations for each of these areas are as followsl

The Company's proposed revenue requirement of a base rate increase of $158.2 million is
overstated. On original cost rate base ("OCRB") my calculations show a jurisdictional
revenue deficiency of $9.753 million. I recommend that TEP be authorized a base rate
increase of $9.766 million on adjusted fair value rate base ("FVRB") under Staff s option l,
which uses a fair value rate of return of 5.47 percent. Similar to Staffs recommendations
in a recent remand proceeding, Docket No. W-02113A-04-0616, concerning Chaparral City
Water Company, Staff is also presenting the Commission with an option 2 for the fair value
rate of return for TEP. Under option 2 the fair value rate of return for TEP is 5.86 percent
and the jurisdictional revenue deficiency is approximately $17.84 million. The Testimony
of Staff witness David Purcell addresses the determination of the fair value rate of return.

The base rate increases of $9.766 million (under option 1) and $17.84 million (under option
2) equate to percentage increases of approximately 1.4 percent and 2.6 percent over TEP's
adjusted Electric Retail Revenues at current rates, respectively. These increases do not
include TEP's proposed Termination Costs Regulatory Asset, which Staff Mtness John
Antonuk recommends be rejected. Nor  do t hey inc lu de t he imp a c t  of  t he DS M ,
Renewables, or PPFAC recovery mechanisms. The impacts of Staffs recommendations on
the recovery mechanisms for DSM and Renewables costs are not yet known and will be
addressed by a Staff witness who will present testimony concerning these items in the rate
design tiling. As described in my testimony, Staff is recommending a PPFAC that becomes
applicable for changes in fuel and purchased power costs from January l, 2009 forward (as
opposed to TEP's proposal for a PPFAC which would begin in 2010). Accordingly, Staff
has made an adjustment, C-19, to remove from test year operating expenses, an increase in
2009 fuel and purchased power costs proposed by TEP that was based on a preliminary
forecast by TEP of 2009 costs. If the impact of Staff Adjustment C-19 were to be used as a
rough est imate of the ra te change that  could result  from a  PPFAC mechanism being
implemented in 2009, this would add approximately $14.3 million to the total rate increase,
or an additional 2 percent on adjusted electric retail revenue.



Summary of Staff Adjustments to Rate Base
(Thousands of Dollars)

Total Company

Original Cost

ACC
Jurisdict ion al

Original Cost

ACC
Jurisdictional

Fair Value

Adj .
No. Description »

Increase

decrease) D

Increase

decrease)

B-1 Plant He ld Fa ' Future  Us e s (4,014) $ $

B-2 Luna  P la nt Fa cility $ 48,759 $ 46Jl0 s 46,116

B-2. 1 Luna Plant Facility Accumulated Deferred Income

Taxes $ (382) $ (282) $ (282)

B-3 "Implementation Cost Regulatay Asset" $ (24,825) $ (24,825) $ (24, 825)

B-4. 1 Cadl Working Capital - Lead/Lag Study $ 2,984 s (2.626 $ (2,626

B-4.2 Fue l Inve ntory $ (2,350) (2,105)$ $ (2,105)

B-5 Accumulated Depreciation & ADIT Related to Cost

of Removal s (68,077) $ (73,672) $ (107,855)

B~6 Accumulated Depreciation ac ADIT Related to
Ur authorized Depreciation Rate Changes S (28,362 s (30,690 $ (44,921

B-7 Miscellaneous Aocumulated Deferred Income Taxes,

Account 190 $ (34,536 $ (25,448) $ (25,448

B-8 Other Deferred Credits $ (3,563) $ (2,626) (2,626)S

B-9 Customer Care & Billing System Cost Allocated to

Affiliates s (5,736) $ (4,367) (4,367)$
Total of Staff Adjustments (126,070)$ $ (120531) $ (168,939)

TEP Proposed Rate Base $ 1,235,693 $ 982,733 $ 1,416,014

Rounding 53$
Staff Proposed Rate Base s 1,109,623 $ 862,202 $ 1,247,128

The  following adjus tments  to TEP 's  proposed origina l cos t and fa ir va lue  ra te  ba se  should
be made:

al



Summary of Staff Adjustments to Net Operating Income
thousands of Dollars) To ta l Co m p a n y ACC J u r is d ic t io n a l

Adj. De s c ription

Pre-Tax Reven uh

or Expense

A djustme nt

Pre-Tax Revenue

or Expense

Adj vestment

Ne t  Op e ra t in g

In c o m e

In c re a s e

(De c re a s e )

C-1 S pringe rville  Unit No. 1 $ (48,655) $ (44,500) $ 26,878

C-2 Luna  P la nt Fa c ility 35 (13,155) $ (12,434) $ 7,510

C-3
Luna  P la nt Fa c ility De pre c ia tion a nd P rope rty Ta x Expe ns e $ 1,594 s 1,502 £8 (907)

C-4 San Juan Coal Contract $ (9,884) $ (8,852 $ 5,347

C-5 Ba d De bt Exp e ls e (738)$ $ (738) 446s

C-6 Edism Electric Institute Dues $ (188) $ (180) 109s

C-7 Ince ntive  Compe ns a tion Expe ns e $ (4,041) $ (3,656) $ 2,208

C-8 Supplemental Executive Retirement Expense (SERP) $ (928) s (888) 536$

C-9 Workers ' Compensation Expense $ (363) $ (347) 210$

C-10 Short Term Sales $ (25259) $ (25,259) $ 15,256

C-11 Wholes ale Trading Activity Margin Sharing $ (172) $ (172) 104$

C-12 Gain on Sale ofSO2 Emission Allowances $ (8,731) $ (8,254) $ 4,985

C-13 Pro p erty Tax Expe ns e $ (629) s (502) 303$

C~ 14 Inte re s t S ynch ioniza tion $ $ $ (566

C-15
Adjustment to Depreciation Expense on Generation Assets $ 1,741 $ 1 ,646 s (994

C-16 Customer Care & Billing System (@&B) $ (993) $ (993) 600s

c- 17 Markup Above Cost for Charges 8'om Affiliate, Southwest

Energy Services $ (212) $ (212) 128$

C-18
Adjus tment to Normalize Charges  from Affiliate SES to TEP (203)$ $ (184) 111$

c- 19 PPFAC Adjus tment $ (15,925) $ (14,310) $ 8,643

C-20 "Implementation Cost Regulatory A$et" Expense S (7,284) $ (7,284) $ 4,400

C~21 Le ga l Expe ns e  Re la te d to Motion to Am e n d De c is ive  No.

62103 $ (481) s (330) 199$

C-22 Le ga l Expe ns e  Re la te d to Ca lifornia  P roce e dings (68>$ rem$ 38$

C-23 Postage Ex sense $ 65 65$ (39)$

C-24 West Connect Charges Related to Requlatay Asset $ (222) $ (212) 128$

Total of Staffs Adj ustments s (134,731) $ (126,157) s 75,633

Adjus ted Net Operating Income per TEP $ 13,173

Adjus ted Net Operating Income per Staff $ 62,459

The following adjustments  to TEP's  proposed revenues, expenses and ne t opera ting income
should be made:

The  ne w de pre cia tion  ra te s  p ropos e d  by TEP  pre s e n te d  in  Dr. Ka te re gga 's  Dire ct
Te s timony Atta chme nt KAK-l for dis tribution a nd ge ne ra l pla nt should be  a dopte d for use
in  th is  ca s e . Howe ve r, the  de pre cia tion ra te s  for ge ne ra tion pla nt de ve lope d by Dr.
Ka te re gga  do not include  a  cos t of re mova l compone nt. In tha t re s pe ct, s uch ra te s  a re
in co n s is te n t with  th e  g u id a n ce  p ro vid e d  in  th e  Co mmis s io n 's  d e p re c ia tio n  ru le s .
Additiona lly, the  deprecia tion ra tes  for genera tion have  been impacted by deprecia tion ra te
changes  and accounting changes  tha t TEP  implemented unila te ra lly, without Commiss ion
or S ta ff a pprova l, be twe e n ra te  ca se s  a nd in a  ma ime r tha t ha s  re sulte d in Accumula te d
Deprecia tion for gene ra tion plant a t December 31, 2006, tha t is  cons ide rably lower than it
would have  been had TEP continued to apply the  Commission authorized deprecia tion ra tes
for TEP 's  genera ting plant. Because  of such concerns , the  deprecia tion ra tes  for genera tion
proposed by TEP should be  re jected.



The  ne w de pre cia tion ra te s  propos e d by TEP  for dis tribution a nd ge ne ra l pla nt we re
ge ne ra lly de ve lope d  in  a  ma nne r tha t is  cons is te n t with  the  Commis s ion 's  mie s  for
deprecia tion ra te s . The  new deprecia tion ra te s  proposed by TEP for gene ra tion plant were
not de ve lope d in s uch a  ma nne r a nd incorpora te  the  impa ct of de pre cia tion ra te  a nd
a ccounting cha nge s  tha t TEP  imple me nte d be twe e n ra te  ca s e s  without re que s ting or
rece iving Commiss ion or S ta ff authoriza tion.

Each of the  new deprecia tion ra tes  proposed by TEP should be  clea rly broken out be tween
(1) a  s e rvice  life  ra te  a nd (2) a  ne t s a lva ge  ra te . By doing this , the  de pre cia tion e xpe nse
re la te d to the  inclus ion of e s tima te d future  cos t of re mova l in de pre cia tion ra te s  ca n be
tracked and accounted for by plant account.

The  ne w PPFAC propose d by TEP  conta ins  obje ctiona ble  fe a ture s  such a s  a utoma tica lly
a djus ting ra te s  without Commis s ion a pprova l, a nd inclus ion of cos ts  tha t would more
a ppropria te ly be  a ddre s se d in ba se  ra te s , a s  we ll a s  ra is ing othe r conce rns , a nd should
the re fore  be  re j ected. A new PPFAC for TEP should be  deve loped a long the  genera l lines
of the  Arizona  P ublic S e rvice  Compa ny ("AP S ") P S A P la n of Adminis tra tion tha t S ta ff
proposed for APS in Docke t Nos., E-01345A-05-0816 e t a l, a fte r appropria te  adjustments  to
fit TEP 's  circumsta nce s . S ta ff recommends  tha t such provis ions  include  crediting aga ins t
PPFAC cos ts  the  following: (l) the  margins  on short-te rm sa le s  for re sa le , (2) 10 pe rcent of
the  ne t pos itive  ma rgin re a lize d by TEP  on whole s a le  tra ding, a nd (3) the  ne t proce e ds
rea lized on the  sa le  of SON a llowances . The  amounts  credited aga ins t othe r PPFAC cos ts
for these  items would be  measured based on the  diffe rences  be tween the  annua l amounts
a nd the  a mounts  re fle cte d in the  de te rmina tion of TEP 's  ba se  ra te s . The  ne w PPFAC for
TEP should become  e ffective  April l, 2009. It should cove r changes  in fue l and purchased
power costs  (PPFAC includable  costs) from January 1, 2009 forward.
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1 1. INTRODUCTION

2 Q- Please state your name, position and business address.

3

4

Ra lph C. S mith. I a m a  S e nior Re gula tory Cons ulta nt a t La rkin & As s ocia te s , P LLC,

15728 Fa rmington Road, Livonia , Michigan 48154.

5

6 Q, Please describe Larkin & Associates.

7

8

9

La rkin & As s ocia te s  is  a  Ce rtifie d P ublic Accounting a nd Re gula tory Cons ulting firm.

The  firm pe rforms  inde pe nde nt re gula tory cons ulting prima rily for public s e rvice /utility

commis s ion s ta ffs  a nd cons ume r inte re s t groups  (public couns e ls , public a dvoca te s ,

10

1 1

consumer counse ls , a ttorneys genera l, e tc.). Larkin & Associa tes  has extensive  experience

the  utility re gula tory fie ld  a s 400 re gula tory proce e dings

12

in e xpe rt witne s s e s  in over

including numerous te lephone, water and sewer, gas, and e lectric matters .

13

14 Q. Mr. Smith, please summarize your educational background.

15

16

17

18

19

20

21

22

23

24

25

26

A.

A.

A. I re ce ive d a  Ba che lor of S cie nce  de gre e  in Bus ine s s  Adminis tra tion (Accounting Ma jor)

with dis tinction from the  Unive rs ity of Michiga n - De a rborn, in April 1979. I pa s s e d a ll

pa rts  of the  Ce rtifie d Public Accounta nt ("C.P .A.") e xa mina tion in my firs t s itting in 1979,

rece ived my CPA license  in 1981, and rece ived a  ce rtified financia l planning ce rtifica te  in

1983. I a lso ha ve  a  Ma s te r of Scie nce  in Ta xa tion from Wa lsh Colle ge , 1981, a nd a  la w

degree  (J .D.) cum laude  from Wayne  S ta te  Unive rs ity, 1986. In addition, I have  a ttended

varie ty of continuing educa tion courses  in conjunction with ma inta ining my accountancy

license . I a m a  lice ns e d C.P .A. a nd a ttorne y in the  S ta te  of Michiga n. I a m a ls o  a

Ce rtifie d  Fina ncia l P Ia nne rTm profe s s iona l a nd a  Ce rtifie d  Ra te  of Re turn Ana lys t

("CRRA"). S ince  1981, I ha ve  be e n a  me mbe r of the  Michiga n As s ocia tion of Ce rtifie d

Public Accountants . I am a lso a  member of the  Michigan Bar Associa tion and the  Socie ty

of Utility a nd Re gula tory Fina ncia l Ana lys ts  ("S URFA"). I ha ve  a ls o be e n a  me mbe r of
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1 the  Ame rica n Ba r As s ocia tion ("ABA"), a nd the  ABA s e ctions  on P ublic Utility La w a nd

2 Ta xa tion.

3

4 Q. Please summarize your professional experience.

5

6

7

8

9

10

S ubs e que nt to gra dua tion from the  Unive rs ity of Michiga n, a nd a fte r a  s hort pe riod in

which I ins ta lle d a  compute rize d a ccounting s ys te m for a  S outhfie ld, Michiga n re a lty

ma na ge me nt firm, I a cce pte d a  pos ition a s  a n a uditor with the  pre de ce ssor CPA Finn to

La rkin & As s ocia te s  in J uly 1979. Be fore  be coming involve d in utility re gula tion whe re

the  ma jo rity o f my time  fo r the  pa s t 27  ye a rs  ha s  be e n  s pe n t,  I pe rfo rme d  a ud it,

accounting, and tax work for a  wide  varie ty of businesses  tha t were  clients  of the  firm.

11

1 2

13

14

During my se rvice  in the  regula tory section of our firm, I have  been involved in ra te  cases

a nd othe r re gula tory ma tte rs  conce rning nume rous  e le ctric, ga s , te le phone , wa te r, a nd

se we r utility compa nie s . My pre se nt work cons is ts  prima rily of a na lyzing ra te  ca se  a nd

15

16

re gula tory filings  of public utility compa nie s  be fore  va rious  re gula tory commiss ions , a nd,

a nd  s che du le s  re la ting  to  the  is s ue s  fo r

17

whe re  a ppropria te , pre pa ring te s timony

presentation before  these  regulatory agencies.

18

19

20

21

22

23

24

25

26

A.

Shave  pe rformed work in the  fie ld of utility regula tion on beha lf of indus try, s ta te  a ttorney

ge ne ra ls , cons ume r groups , municipa litie s , a nd  public  s e rvice  commis s ion  s ta ffs

conce rning re gula tory ma tte rs  be fore  re gula tory a ge ncie s  in Ala ba ma , Ala ska , Arizona ,

Arka nsa s , Ca lifornia , Conne cticut, De la wa re , Florida , Ge orgia , Ha wa ii, India na , Illinois ,

Ke ntucky, Louis ia na , Ma ine , Michiga n, Minne s ota , Mis s is s ippi, Mis s ouri, Ne w J e rs e y,

Ne w Me xico, Ne w York, Ne va da , North Da kota , Ohio, P e nns ylva nia , S outh Ca rolina ,

South Dakota , Texas , Utah, Vermont, Washington, Washington D.C., and Canada  as  well

as  the  Federa l Energy Regula tory Commission and various s ta te  and federa l courts  of law.
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1 Q-

2

Have you prepared an attachment summarizing your educational background and

regulatory experience?

3 Yes. Attachment RCS-1 provides  de ta ils  concerning my experience  and qua lifica tions .

4

5 Q- On whose behalf are you appearing?

6

7

I a m a ppe a ring on be ha lf of the  Arizona  Corpora tion Commis s ion ("ACC" or

"Commission") Utilities  Divis ion Staff ("Staff').

8

9 Q- Have you previously testified before the Arizona Corporation Commission?

10

11

12

13

14

Yes. I ha ve  te s tifie d be fore  the  Commis s ion pre vious ly on a  numbe r of occa s ions .

Re ce ntly, I te s tifie d be fore  the  Commiss ion in Docke t No. E-01345A-06-0009, involving

a n e me rge ncy ra te  incre a s e  re que s t by Arizona  P ublic S e rvice  Compa ny ("AP S " or

"Compa ny"), a nd conce rning AP S 's  propos e d de pre cia tion ra te s  in Docke t Nos . E -

01345A-05-0816, E-01345A-05-0826 a nd E-01345A-05-0827, a  proce e ding involving

AP S  ba s e  ra te s  a nd othe r ma tte rs . I a ls o te s tifie d be fore  the  Commis s ion in the  mos t15

16

17

re ce nt UNS  Ga s , Inc. ra te  ca se , Docke t Nos . G-04204A-06-0463, G-0420)A-06-01013

and G-04204A-05-0831, and in the  mos t re cent UNS Electric, Inc. ra te  ca se , Docke t No.

18 E-04204A-06-0783.

19

20 Q- What is  the purpose of the tes timony you are presenting?

21

22

23

24

25

A.

A.

A.

A. The  purpose  of my te s timony is  to a ddre ss  the  re ve nue  re quire me nt a nd se le cte d othe r

issues , including new deprecia tion ra te s , the  new Purchased Power and Fue l Adjus tment

Cla use  ("PPFAC") propose d by Tucson Ele ctric Powe r Compa ny ("TEP" or "Compa ny"),

a nd  the  Compa ny's  propos e d  ra te ma king  tre a tme nt for ce rta in  compone nts  of a n

"Implementa tion Cost Regula tory Asse t" in the  current ra te  case .
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1 Q- Have you prepared any exhibits to be filed with your testimony?

2 Yes . Attachments  RCS-2 through RCS-6 conta in the  re sults  of my ana lys is  and copie s  of

se lected documents tha t are  referenced in my testimony.3

4

5

6

11. REVENUE REQUIREMENT

What issues are addressed in your testimony"Q-

7

8

9

10

My testimony addresses  the  Company's  proposed revenue  requirement and se lected other

issues.

Q-

11

Has TEP presented multiple ways of calculating its revenue deficiency in this

proceeding?

12

13

14

15

16

Ye s . TEP  ha s  propos e d diffe re nt re ve nue  inc re a s e s , ba s e d on thre e  diffe re nt

me thodologie s : (1) Cos t-of-S e rvice  Me thodology, (2) Ma rke t Me thodology, a nd (3)

Hybrid Me thodology. Anothe r cons ulta nt for S ta ff in this  proceeding, J ohn Antonuk of

Liberty Consulting Group, has  evalua ted the  three  methodologies  presented by TEP and

has  determined that the  Cos t-of-Service  Methodology should be  used in this  proceeding.

Cons equently, I have  us ed the  Cos t-of-Service  Methodology to ca lcula te  the  bas e  ra te

revenue requirement.

17

18

19

2 0 Q-

21

Would additional adjustments be necessary under TEP's proposed Market and

Hybrid methodologies?

22

23

24

25

A.

A.

A.

A. Ye s . S ta ff doe s  not re comme nd tha t e ithe r of TEP 's  Ma rke t or Hybrid me thodologie s  be

a dopte d. Howe ve r, if e ithe r we re  to be  a dopte d, ra te pa ye rs  s hould be  cre dite d for the

increase  in the  va lue  of TEP 's  genera ting units  tha t would no longer be  subject to cos t-of-

service  based regulation under each of those  methodologies.
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1 Q- What revenue increase has been requested by TEP under the Cost-of-Service

2 Methodology?

3

4

5

6

TEP is  reques ting an increase  in base  ra te  revenues  of approximate ly 23.0 pe rcent under

the  Cos t-of-S e rvice  Me thodology. TEP  ha s  ca lcula te d a  ba s e  ra te  re ve nue  incre a s e  of

$l58.l86 million. This  include s  re que s ts  by TEP  for a n "Imple me nta tion Cos t Re gula tory

As s e t" ("ICRA") o f $47  million , which  TEP  re que s ts  be  inc lude d  in  ra te  ba s e  a nd

amortized ove r four yea rs . TEP  has  a lso reques ted a  "Trans ition Cos t Regula tory Asse t"

("TCRA") of $788 million, which would not be  include d in  ra te  ba s e , but which TEP

proposes  to amortize  over ten years  and recover through a  separa te  charge  on customers '

b ills .

7

8

9

10

11

12

13

Q- What S ta ff witnes s  is  addres s ing TEP 's  reques t for the  TCRA of $788 million?

14

15

16

17

John Antonuk's  Direct Tes timony addre sse s  this  TEP  reques t. The  $788 million TCRA is

not pa rt of TEP 's  ba se  ra te  re ve nue  re quire me nt, but is  be ing re que s te d by TEP  a s  a n

additiona l surcha rge . Consequently, I have  not included tha t amount in the  de te rmina tion

of S ta ffs  proposed revenue  requirement.

18 Q- Has  TEP recorded a  regula tory as s e t on its  books  re la ting to  its  propos ed TCRA?

No, it ha s  not. TEP 's  re sponse  to S ta ff da ta  reques t LA 11.50 confirms  tha t TEP  has  not

recorded any regula tory asse t on its  books for the  TCRA.

19

2 0

2 1

22 Q- What revenue increase does Staff recommend?

23

24

25

26

A.

A.

A.

A. S ta ff recommends  a  revenue  increase  of $9.766 million on adjus ted fa ir va lue  ra te  base .

As  s hown on S che dule  A, on origina l cos t ra te  ba s e  ("OCRB") my ca lcula tions  s how a

jurisdictiona l re ve nue  de ficie ncy of $9.753 million. recommend tha t TEP be  authorized

a  ba se  ra te  incre a se  of $9.766 million on a djus te d fa ir va lue  ra te  ba se  ("FVRB") unde r
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1

2

3

4

5

6

S ta ffs  op tion  l,  which  us e s  a  fa ir va lue  ra te  of re turn  of 5 .47  pe rce nt. S imila r to  S ta ffs

re c o m m e n d a tio n s  in  a  re c e n t re m a n d  p ro c e e d in g ,  Do c ke t No .  W-0 2 1 1 3 A-0 4 -0 6 1 6 ,

conce rning Cha pa rra l City Wa te r Compa ny, S ta ff is  a ls o pre s e nting the  Commis s ion with

a n option 2 for the  fa ir va lue  ra te  of re turn for TEP . Unde r option 2 the  fa ir va lue  ra te  of

re turn for TEP  is  5.86 pe rce nt, a nd the  juris dic tiona l re ve nue  de fic ie ncy is  a pproxima te ly

$17.84 million.

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

The  ba s e  ra te  incre a s e s  of $9.766 million (unde r option 1) a nd $17.84 million (unde r

option 2) equa te  to percentage  increase  of approximate ly 1.4 percent and 2.6 percent over

TEP's  adjusted Electric Re ta il Revenues  a t current ra tes , respective ly. These  increases  do

not include  TEP 's  propos e d Te rmina tion Cos ts  Re gula tory As s e t, which S ta ff witne s s

J ohn Antonuk re comme nds  be  re je cte d. Nor do the y include  the  impa ct of the  DS M,

Renewable s , or PPFAC recove ry mechanisms . The  impacts  of S ta ff' s  recommenda tions

on the  re cove ry me cha nisms  for DSM a nd Re ne wa ble s  cos ts  a re  not ye t known a nd will

be  addressed by a  S ta ff witness  who will pre sent te s timony conce rning these  items in the

ra te  de s ign tiling. As  de s cribe d in my te s timony, S ta ff is  re comme nding a  P P FAC tha t

becomes  applicable  for changes  in iii e l and purchased power cos ts  from Janua ry l, 2009

forwa rd  (a s  oppos e d  to  TEP 's  propos a l for a  P P FAC which  would  be gin  in  2010).

Accordingly, S ta ff ha s  ma de  a n a djus tme nt, C-19, to re move  from te s t ye a r ope ra ting

expenses , an increase  in 2009 fue l and purchased power costs  proposed by TEP tha t was

based on a  pre liminary forecas t by TEP of 2009 cos ts . If the  impa ct of S ta ff Adjus tme nt

C-19 we re  to be  us e d a s  a  rough e s tima te  of the  ra te  cha nge  tha t could re s ult from a

P P FAC me cha nis m be ing imple me nte d in 2009, this  would a dd a pproxima te ly $14.3

million to the  tota l ra te  incre a s e , or a n a dditiona l 2 pe rce nt on a djus te d e le ctric re ta il

25

26

revenue  1
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1 Atta chme nt RCS -2, S che dule  D,

2

s hows  the  de ve lopme nt of S ta ffs  re comme nde d fa ir

va lue  ra te  of re turn to be  a pplie d to FVRB. The  te s timony of S ta ff witne ss  Da vid Pa rce ls

3 also addresses the  de termination of the  fa ir va lue  ra te  of re turn.

4

5 A. Te s t Ye a r

6 Q- What test year is being used in this ease?

7 TEP 's  filing  is  ba s e d  on  the  h is toric  te s t ye a r e nde d De ce mbe r 31 , 2006. Staff' s

8 calcula tions use  the  same historic test year.

9

10 Q- Could you please discuss the test year concept?

11

12

13

14

15

16

17

18

19

20

Ye s . In Arizona , a  his toric te s t ye a r a pproa ch is  use d. Va rious  a djus tme nts  a re  ma de  to

the  his toric te s t yea r amounts  to ensure  tha t the re  is  a  ma tching of inves tment, revenues

and expenses. Rate  base  items, such as plant in service  and accumulated deprecia tion, are

based on the  actual level as  of the  end of the  historic test year. Severa l ra te  base  items tha t

tend to fluctua te  from month to month, such a s  ma te ria ls  and supplie s  and prepayments ,

a re  based on a  te s t yea r ave rage  leve l. S ince  end of te s t yea r ne t plant in se rvice  is  used,

revenues  a re  annua lized ba sed on end of te s t yea r cus tomer leve ls . Additiona lly, ce rta in

expenses, such as deprecia tion and payroll costs , a re  annualized based on end of test year

leve ls . This  is  to ensure  tha t the  going-forward revenue  and expense  leve ls  a re  ma tched

with the  investment (ne t plant-in-service) used to serve  those  customers.

21

22

23

24

25

A.

A.

As  time  goe s  forwa rd, cha nge s  in the  Compa ny's  cos t s tructure  will occur. For e xa mple ,

ra te  base  will increase  as  new plant is  added to serve  new customers, revenue will increase

as  cus tomers  a re  added, expenses  will fluctua te , e tc. It is  ve ry important to be  cons is tent

with  a  te s t pe riod a pproa ch to  e ns ure  tha t the re  is  a  cons is te nt ma tching be twe e n
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1

2

investment, revenues and costs . Any adjustments  tha t reach beyond the  end of the  his toric

test year must be  very carefully considered before  be ing adopted.

3

4 B.

5 Q»

Summary of Company Proposed and StaffA¢Husted Revenue Requirement

What did your review of TEP's filing indicate?

6

7

8

9

10

11

12

13

14

15

As  s hown on Atta chme nt RCS -2, S che dule  A, ba s e d on the  fa ir va lue  ra te  of re turn

recommended by S ta ff witness  David Pa rce ll and the  adjus tments  to TEP 's  ra te  base  and

ne t opera ting income recommended by myse lf and other S ta ff witnesses , I have  ca lcula ted

a  juris dictiona l ba s e  ra te  re ve nue  re quire me nt de ficie ncy on OCRB of $9.753 million.

TEP should be  authorized a  base  ra te  increase  of $9.766 million on adjus ted FVRB under

S ta ffs  option 1, which use s  a  fa ir va lue  ra te  of re turn of 5.47 pe rce nt. S imila r to S ta ff' s

re comme nda tions  in  a  re ce nt re ma nd proce e ding, Docke t No. W-021 l3A-04-0616,

conce rning Chapa rra l City Wate r Company, S ta ff is  a lso pre senting the  Commiss ion with

a n option 2 for the  fa ir va lue  ra te  of re turn for TEP . Unde r option 2 the  fa ir va lue  ra te  of

re turn for TEP  is  5.86 pe rce nt, a nd the  jurisdictiona l re ve nue  de ficie ncy is  a pproxima te ly

16 $17.84 million.

17

18 Q.

19

What methodology did Staff use to determine the revenue requirement for TEP in

this proceeding?

20 Staff used a  cost-of-se rvice  methodology to de te rmine  the  revenue  requirement for TEP in

21 this  proce e ding.

22

23 Q- Why has Staff used a cost-of-service methodology to determine the revenue

24 requirement for TEP in  th is  proceeding?

25

26

A.

A.

A. Us e  of the  cos t-of-s e rvice  me thodology is  cons is te n t with  S ta ffs  unde rs ta nding  of

De cis ion No. 62103 a nd the  1999 s e ttle me nt a gre e me nt. As  e xpla ine d in de ta il in the
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1

2

3

4

5

6

7

8

testimony and report of Staff witness John Antonuk, the market for generation has not

developed in the manner that was anticipated in the 1999 settlement. TEP has retained its

generation assets. Retail choice has not developed. It has become clear from subsequent

developments that calculations of stranded costs for TEP were based upon mistaken

assumptions of how the market would develop. It has become clear that TEP's generation

could even be a "stranded benefit" under current market conditions and would thus likely

result in large amounts of net gains on the transfer of such plant (either to a third party in a

sale, or to an affiliate in a transfer).

9

1 0 Q-

1 1

Is the use of a cost-of-service methodology to determine TEP's revenue requirement

consistent with Staff's (as well as other parties') understanding of how rates for the

period after December 31, 2008 were to be determined for TEP?1 2

1 3

1 4

1 5

Ye s . For e xa mple , De cis ion No. 69568 (Ma y 21, 2007) a t pa ge  12, pa ra gra ph 62,

s umma rize d the  pos itions  of S ta ff a nd othe r pa rtie s , a s  a rticula te d in Docke t No. E-

01933A-05-0650, on this  ma tte r a s  follows:

1 6

1 7

1 8

1 9

2 0

2 1

2 2

2 3

2 4

2 5

2 6

2 7

2 8

2 9

3 0

Star RUCO, AECC and DOD dispute that Decision No. 62103 and the
1999Settlement Agreement give TEP the authority to charge market-based
generation rates for Standard Offer service commencing January I, 2009.
Consequently, these parties oppose all of TEP's proposed alternatives as
the alternatives, in their view, are based on the false premise that TEP is
entitled to charge market-based rates in 2009. Contrary to TEP 's position,
these parties argue that the MGC was not intended to establish Standard
Offer generation rates, but is a mechanism used to calculate stranded
costs. Sta RUCO, AECC, DOD and IBEW Local 1116 believe that the
1999 Settlement Agreement contemplates that TEP would file a general
rate case to charge Standard Offer rates for the period after December 31,
2008. They have argued that the 1999Settlement Agreement is a means to
implement the Rules, and that the Rules require Standard Offer rates to be
regulated and based on east-otservice.

31

A.
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1

2

3

Consequently, the  de te rmina tion of the  revenue  requirement for TEP in this  proceeding is

cons is te nt with S ta ffs  unde rs ta nding tha t the  Rule s  re quire  S ta nda rd Offe r ra te s  to be

regula ted and based on cost-of-service .

4

5 Q. What has TEP stated in its Securities and Exchange Commission Form 10-K for

6 2006 concerning rates and regulation?

7 Page  K-8 of TEP 's  2006 SEC Form 10-K s ta te s  a s  follows, under "Ra tes  and Regula tion -

S ta te":8

9

10

11

12

13

14

15

16

17

18

19

Historically, the ACC determined TEP's rates for retail sales of electric
energy on a "cost of service" basis, which was designed to provide, after
recovery of allowable operating expenses, an opportunity to earn a
reasonable rate of return on TEP 's "fair value rate base. " Fair value rate
base was generally determined by reference to the original cost and the
reconstruction cost (net of depreciation) of utility plant in service to the
extent deemed used and useful, and to various achustments for deferred
taxes and other items, plus a working capital component. Over time,
additions to utility plant in service increased rate base and depreciation
and retirements of utility plant reduced rate base.

20

2 1 Q,

22

Has TEP disclosed to investors that there is disagreement with TEP's interpretation

of how rates are to be developed after December 31, 2008?

23 Yes. Page  K-16 of TEP 's  SEC Form 10-K s ta te s  a s  follows conce rning this :

Uncertainty exists as to what methodology the ACC will use to set TEP's
rates after December 31, 2008, which would negatively impact TEP's
results of operations, net income and hash flows.

2 4

25

26

2 7

28

2 9

30

3 1

32

33

34

A.

A.

There is disagreement between the participants in TEP's regulatory
proceedings about what is to happen to the rates TEP charges for
generation service after December 31, 2008. TEP believes the Settlement
Agreement requires it to charge market-based generation service rates
while other particzpants, ineludingACC staff disagree.
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1
2
3
4
5
6
7
8
9

10
11

The Settlement Agreement also requires TEP to record and amort ize a
$450 million transition recovery asset (TRA) and collect the balance from
customers trough a Fixed Competit ion Transit ion Charge (Fixed CTC).
Based on current projections of retail sales, the TRA is expected to be fully
amortized by mid-2008. The Fixed CTC currently produces revenues of
slight ly less than one cent per own sold, or approximately $90 mill ion
annually. If TEP is required to reduce its retail rates by the amount oft re
Fixed CTC, and is not allowed to enlarge market rates for its generation
services or to aa.must other rate components to reflect a higher east of
service, TEP 's retail revenues will decrease approximately 12% relative to
2006 revenues from current retail rates.

12

13 I d is cus s  the  e xpira tion  of TEP 's  Fixe d  CTC re ve nue  be low, in  s e ction  I-E, o f my

14 te s timony.

15

16 c.

17 Q-

Organization ofStajfAccounting Schedules

How are Staffs accounting schedules organized?

18 Sta ffs  accounting schedules  a re  presented in Attachment RCS-2. They a re  organized into

19 summa ry s che dule s  a nd a djus tme nt s che dule s . The  s umma ry s che dule s  cons is t of

20

21

S che dule s  A, A-l, B, B.l, C, C.1  a nd D. Atta chme nt RCS -2 a ls o  conta ins  ra te  ba s e

adjustment Schedules  B-1 through B-9 and ne t opera ting income adjustment Schedules  C-

22 1 through c-25. For S che dule s  B, B.1 , C a nd  C.1 , Atta chme nt RCS -2  pre s e n ts

23

24

25

jurisdictiona l a nd tota l compa ny re sults . The  jurisdictiona l re sults  a re  la be le d a s  "ACC"

on those  sche dule s  a nd the  tota l compa ny re sults  a s  "TC" The  re ve nue  re quire me nt for

TEP was based upon the  ACC jurisdictiona l adjusted results .

26

27 Q~ What is shown on Schedule A of Attachment RCS-2?

28

29

30

31

A.

A. Atta chme nt RCS -2 pre se nts  the  S ta ff Accounting S che dule s  a nd re ve nue  re quire me nt

de te rmina tion. Schedule  A pre sents  the  ove ra ll financia l summary, giving e ffect to a ll the

a djus tme nts  I a m re comme nding in my te s timony. This  sche dule  pre se nts  the  cha nge  in

the  Compa ny's  g ros s  re ve nue  re qu ire me nt ne e de d  fo r the  Compa ny to  ha ve  the
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1

2

3

4

5

6

7

opportunity to e a rn S ta ffs  re comme nde d ra te  of re turn on S ta ffs  propose d Origina l Cos t

and Fa ir Va lue  ra te  ba se s . The  ra te  ba se  and ope ra ting income  amounts  a re  taken from

S che dule s  B a nd C, re spe ctive ly. The  ove ra ll ra te  of re turn on origina l cos t ra te  ba se  of

7.93 pe rcent, a s  presented in the  re tiled te s timony of S ta ff witness  Purce ll, is  provided on

Schedule  D for convenience , a s  a re  the  de riva tion of S ta ffs  two options  for the  fa ir va lue

ra te  of re turn. Columns  D a nd E of Sche dule  A pre se nt S ta ffs  de te rmina tion of the  ba se

ra te  revenue  de ficiency on FVRB us ing S ta ffs  two proposed a lte rna tives  for the  fa ir va lue

ra te  of re turn . S che dule  D pre s e nts  the  orig ina l cos t a nd fa ir va lue  ra te  of re turn

re comme nde d in the  re file d te s timony of Mr. P a rce ll.

8

9

10

11

12

13

14

The  opera ting income deficiency shown on line  5 of Schedule  A is  obta ined by subtracting

the  opera ting income ava ilable  on line  4 (opera ting income as  adjus ted) from the  required

ope ra ting income  on line  3. Line  7 re pre se nts  the  gros s  re ve nue  re quire me nt, which is

obta ine d by multiplying the  income  de ficie ncy by the  gros s  re ve nue  conve rs ion fa ctor

("GRCF"). The  de riva tion of the  GRCF is  shown on S che dule  A-l.15

16

17 Q~

18

How does the GRCF recommended by Staff compare with the GRCF contained in

TEP's filing?

19

20

21

22

23

24

A. As  s hown on S che dule  A-l, S ta ff re comme nds  a  GRCF of 1.6598. This  compa re s  with

the  GRCF of 1.6609 use d in TEP 's  filing. The  diffe re nce  is  a ttributa ble  to a  corre ction of

the  uncolle ctible s  fa ctor. S ta ffs  GRCF re fle cts  a  corre ction to the  uncolle ctible s  ra te , a s

described in TEP's  responses to Staff da ta  requests  STF 1.85 and 11.48. TEP's  filing used

an uncollectibles  ra te  of 0.31600 percent. Per TEP's  responses  to Sta ff da ta  requests  STF

1.85 and STF 11.48, the  corrected uncollectibles ra te  is  0.25006 percent.
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1 Q- What is shown on Schedule B?

2

3

4

5

6

7

8

Schedule  B presents  TEP 's  proposed adjus ted te s t yea r Origina l Cost and Fa ir Va lue  ra te

base  and S ta ffs  proposed adjus ted te s t yea r Origina l Cos t and Fa ir Va lue  ra te  base . The

be ginning ra te  ba se  a mounts  pre se nte d on S che dule  B a re  ta ke n from the  Compa ny's

filing for the  te s t ye a r, spe cifica lly TEP  Sche dule  B-1. S ta ffs  re comme nde d a djus tme nts

to ra te  ba se  a re  summa rize d on Sche dule  B.l. Ea ch of the  a djus tme nts  a re  discusse d in

this  te s timony. As  note d a bove , Atta chme nt RCS -2 include s  both tota l compa ny ("TC")

and ACC jurisdictiona l vers ions  of Schedules  B and B. l .

9

10

11

S che dule s  B-1 through B-9 provide  furthe r s upport a nd ca lcula tions  for the  ra te  ba s e

adjustments  Staff is  recommending.

12

13 Q- What is shown on Schedule C?

14

15

16

17

18

The  s ta rting point on S che dule  C is  TEP 's  a djus te d te s t ye a r ne t ope ra ting income , a s

provided on Company Schedule  C-1. Staff" s  recommended adjustments  to TEP's  adjusted

te s t ye a r re ve nue s  a nd e xpe ns e s  a re  s umma rize d on S che dule  C.l. E a ch  o f th e

adjus tments  a re  discussed in this  te s timony. As noted above , Attachment RCS-2 includes

both tota l company (TC) and ACC jurisdictiona l ve rs ions  of Schedules  C and C.l .

19

2 0

21

Schedules  C-1 through C-23 provide  further support and ca lcula tions  for the  ne t opera ting

income adjustments  Sta ff is  recommending.

22

23 Q- What is shown on Schedule D?

24

25

Schedule  D summarizes the  capita l s tructure  and cost of capita l tha t was proposed by TEP

and the  capita l s tructure  and cost of capita l tha t is  recommended by Sta ff witness  Parce ls .

A.

A.

A.
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1

2

Sche dule  D a lso pre se nts  the  de riva tion of S ta ffs  re comme nde d fa ir va lue  ra te  of re turn

for use  with the  Staff" s  adjusted fa ir value  ra te  base .

3

4 D.

Q-

Return on Fair Value Rate Base

How was the fair value basis of rate base determined?5

6

7

8

9

10

11

As shown on Attachment RCS-2, Schedule  B, the  fa ir va lue  ra te  base  was  de te rmined by

a ve ra ging Origina l Cos t a nd re cons truction cos t ne w de pre cia te d ("RCND") ra te  ba s e

informa tion. For purpos e s  of this  pre s e nta tion, I ha ve  us e d the  Compa ny's  RCND

informa tion a s  the  s ta rting point for the  fa ir va lue  ra te  ba s e . The  S ta ff a djus tme nts  to

OCRB tha t we re  impa cte d by the  Compa ny's  RCND informa tion we re  s upplie d to S ta ff

witne s s  Fra nk Ra diga n, who the n in tum s upplie d me  with the  re la te d RCND impa cts .

One  of Mr. Radigan's  ta sks  on this  project was  to review TEP 's  RCND informa tion.12

13

1 4

1 5

Q- Is another consultant for Staff addressing Staffs review of the RCND calculations

used by TEP?

Yes. Frank Radigan's  direct te s timony addresses  the  review of TEP 's  RCND ca lcula tions .

He  a lso addresses  the  review of TEP 's  e s tima tes  of the  marke t va lue  of TEP 's  genera tion

facilities  tha t was presented in the  Direct Testimony of TEP witness  Judah Rose .

16

17

18

19

20

21

Q~ Did Mr. Radigan supply you with the RCND amounts corresponding to Staffs rate

base adjustments for Plant and Accumulated Depreciation?

22

23

24

Yes. I p ro vid e d  Mr.  Ra d ig a n  with  S ta ffs  a d ju s tme n ts  to  P la n t,  Ac c u mu la te d

De pre cia tion, a nd Accumula te d De fe rre d Income  Ta xe s  a t origina l cos t. He  supplie d me

with the  corre sponding RCND a mounts . I use d the  a mounts  supplie d by Mr. Ra diga n in

the  ca lcula tion of S ta ffs RCND rate base.25

26

A.

A.

A.
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1 Q- How did TEP determine the rate of return to apply to fair value rate base in its

2

3

4

5

6

7

8

9

filing?

In TEP 's  own filing, a s  shown on Schedule  A-1 (Cos t of Se rvice )1, the  Company adjus ted

the  re turn tha t is  to be  a pplie d to fa ir va lue  ra te  ba s e  downwa rd, cons is te nt with long-

s ta nding Commiss ion pra ctice , such tha t the  re ve nue  re quire me nt produce d by both the

origina l cos t ra te  ba se  and the  fa ir va lue  ra te  ba se  we re  exactly the  same  and would not

re s ult in a n e xce s s ive  re turn on e quity to the  utility. On S che dule  A-1 a tta che d to TEP

witne s s  Duke s ' Dire ct Te s timony, TEP  s hows  the  e xa ct s a me  re ve nue  de ficie ncy of

$158.l86 million on the  Compa ny's  propos e d Origina l Cos t a nd on its  propos e d Fa ir

Value rate  base.10

1 1

1 2 Q- Has the Commission's traditional calculation of return on fair value rate base been

1 3 called into question by a recent Court of Appeals decision?

1 4 Ye s . The  Commis s ion's  tra ditiona l ca lcula tion of fa ir va lue  ra te  of re turn on fa ir va lue

1 5

1 6

1 7

1 8

ra te  ba se  ca lcula tion has  been ca lled into ques tion by a  recent Arizona  Court of Appea ls

ruling involving Cha pa rra l City Wa te r Compa ny. In  tha t ruling, the  Arizona  Court of

Appea ls  found tha t S ta ffs  de te rmina tion of ope ra ting income  ignored fa ir va lue  ra te  base ,

a nd tha t the  Commis s ion mus t us e  fa ir va lue  ra te  ba s e  to  s e t ra te s  pe r the  Arizona

1 9 Cons titution.

20

2 1 Q.

22

What guidance for calculating the return on fair value rate base does that Court of

Appeals decision provide?

23

24

25

Firs t, the  Court of Appea ls  specifica lly s ta ted tha t the  Commiss ion was not bound to apply

a n a uthorize d ra te  of re turn tha t wa s  de ve lope d for use  with a n origina l cos t ra te  ba se ,

without a djus tme nt, to the  fa ir va lue  ra te  ba se . P a ge  9 of the  Court of Appe a ls  de cis ion

1 See TEP witness Dukes' direct testimony, Schedule A-1, Cost of Service, TEP(0402)00)244.

A.

A.

A.

ll
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1 s ta te d tha t: a s ks  tha t the  Commis s ion be  dire cte d to  a pply the

2

"Cha pa rra l City

'authorized ra te  of re turn' to the  fa ir va lue  ra te  base  ra ther than to the  OCRB, as  Chaparra l

3

4

5

6 corre ct."

7

8

City conte nds  wa s  done  he re ." At pa ge  13, pa ra gra ph 17, the  Court of Appe a ls  de cis ion

s ta te s  a s  follows : "The  Commis s ion a s s e rts  tha t it wa s  not bound to us e  the  we ighte d

average  cost of capita l a s  the  ra te  of re turn to be  applied to the  FVRB. The  Commiss ion is

Thus , the  Court of Appe a ls  cle a rly s ta te d tha t the  Commiss ion is not bound to

a pply to the FVRB the  s a me  we ighte d a ve ra ge  cos t of ca pita l tha t wa s  de ve lope d for

applica tion to the  OCRB .

9

1 0 At pa ge s  13-14, pa ra gra ph 17, the  Court of Appe a ls  de cis ion s ta te d tha t: C O the

1 1 Commis s ion ca nnot ignore  its  cons titutiona l obliga tion to ba s e  ra te s  on a  utility's  fa ir

1 2 va lue . The  Commiss ion cannot de te rmine  ra te s  based on the  origina l cos t, or OCRB, and

1 3

1 4

then engage  in a  supe rfluous  ma thematica l exe rcise  to identify the  equiva lent FVRB ra te

of re turn. S uch a  me thod is  incons is te nt with Arizona  la w." At pa ge  13, the  de cis ion

1 5 state so "If the  Commis s ion  de te rmine s  tha t the  cos t o f ca p ita l a na lys is  is  no t the

1 6

1 7

a ppropria te  me thodology to de te rmine  the  ra te  of re turn to be  a pplie d to the  FVRB, the

Commission has  the  discre tion to de te rmine  the  appropria te  methodology."

1 8

1 9 Q-

20

Has a remand proceeding been established by the Commission to address the

calculation of the fair value rate of return on fair value rate base, i.e., to address the

2 1 ruling in  the  Court of Appea ls  dec is ion?

22 Ye s . The  Commiss ion ha s  ope ne d a  docke t to a ddre s s  such is sue s  in a  Cha pa rra l City

23 remand proceeding.

A.

l l l  H
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1 Q- How did TEP address the Chaparral decision in its Direct Testimony in this case?

2 TEP  witne s s  P igna te lli ma ke s  the  following s ta te me nt a t pa ge s  10-11 of h is  Dire ct

Testimony concerning the Chaparral decision:

We also are providing the Commission with information regarding the fair
value of TEP's assets devoted to public service. In light of ire Court of
Appeals ' ruling in Chaparral City Water Company v, Arizona Corporation
Commission, I CA-CC 05-002 (February 13, 2007) ("Chaparral City")
and the uncertainty as to now the Commission will determine fair value
rate base and fair value rate of return in the future, we believe it is
important for the Commission to have fair market value information when
deliberating and deciding the Company 's rate increase request.

3

4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20

Accordingly, although we have presented our rate request consistent with
prior filings, we also are providing the Commission with a range of
information regarding the value of TEP's assets, rate base and revenue
requirements. The Company reserves its rights to incorporate this
information into its request if the Commission adopts an approach to rate
base or revenue requirement determination that includes fair market values
of assets devoted to public service.

21 Q- Ho w h a s  S ta ff a d d re s s e d  th e  ru lin g  in  th e  Co u rt  o f Ap p e a ls  d e c is io n  fo r p u rp o s e s  o f

22 th e  c u rre n t  TEP  ra te  c a s e ?

23

24

25

26

27

In  v ie w of the  Court of Appe a ls  de c is ion  in  the  Cha pa rra l City ca s e  a nd  the  Colnpa ny's

pos ition in the  re ce nt UNS  Ga s  ca s e , S ta ff ha s  a ppropria te ly a djus te d the  we ighte d cos t of

ca p ita l to  de rive  a  fa ir va lue  ra te  o f re turn  to  a pply to  the  u tility's  fa ir va lue  ra te  ba s e .

Da vid P a rce ll's  Dire ct Te s timony in the  ins ta nt ra te  ca s e  de s cribe s  S ta ffs  de riva tion of the

fa ir va lue  ra te  o f re tu rn  on  fa ir va lue  ra te  ba s e  in  v ie w of the  re ce n t Court o f Appe a ls

de c is ion conce rning Cha pa rra l.  S ta ff ha s  a ls o re ce ntly a ddre s s e d the  de te rm ina tion of a

fa ir va lue  ra te  of re turn to be  a pplie d to F VR B in the  Cha pa rra l City re m a nd proce e ding

Docke t No.  W-02113A-04-0616

Schedule  D of Attachment RCS-2 shows  the  de riva tion of the  fa ir va lue  ra te  of re turn for

A.

A.

a pplica tion to the FVRB. On S che dule  A of Atta chme nt RCS -2, I ha ve  a pplie d S ta ffs
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1

2

a djus tme nt to  the  we ighte d cos t of ca pita l a s  de s cribe d by Mr. P a rce ll in  his  Dire ct

Tes timony. As  noted above , S ta ff has  presented the  Commiss ion with two options  for the

fa ir va lue  ra te  of re turn applicable  to FVRB .3

4

5

6

E.

Q-

7

8

9

10

11

Fixed Competition Transition Charge Revenue

How have you treated TEP's collection of Fixed Competition Transition Charge

("CTC") revenue in the determination of the revenue requirement deficiency or

sufficiency?

The amount of 2006 net revenue from Fixed CTC collection has been excluded from

Staffs calculation of the revenue deficiency. TEP's collect ion of Fixed CTC is

anticipated to be completed before new base rates are established. The Commission has

provided that TEP continue to collect "True-Up Revenue" in Decision No. 69568.12

13

14 Q- How did TEP treat Revenue for Fixed CTC in its determination of the revenue

15

1 6

1 7

d efic ien cy?

TEP  ma de  a  pro Ronna  a djus tme nt to ope ra ting income  to re move  the  Fixe d CTC re ve nue

a nd re la te d  s tra nde d cos t a m ortiza tion e xpe ns e  tha t TEP  re corde d during the  2006 te s t

ye a r.18

19

2 0

2 1

22

Q- What effect does TEP's proposed removal of such revenues have on the Company's

calculation of a revenue deficiency?

23

24

TEP's removal of such revenue and the related amount of "stranded cost" amortization in

the 2006 test year essentially results in a base rate revenue deficiency of approximately

$38.9 million.

25

A.

A.

A.
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1 Q-

2

What was TEP's logic for removing the Fixed CTC revenues from the determination

of TEP's revenue requirement in the current rate case?

3

4

5

6

7

8

9

TEP 's  ba s ic ra tiona le , a s  expla ined in the  Direct Tes timony of TEP  witness  Da lla s  Dukes

a t pages 9-10, is  tha t this  re ta il revenue  and the  re la ted amortiza tion expense  is  subj e t to a

separa te  recovery s tream and presenta tion. Moreover, TEP anticipa tes  tha t the  Fixed CTC

re ve nue s  will not continue  be yond the  e nd of 2008. Fina lly, Mr. Duke s  s ta te s  tha t this  is

cons is te n t with  both  TEP 's  a nd  S ta ffs  tre a tme nt of the  Tra ns ition  Re cove ry As s e t

("TRA") a nd the  Fixe d CTC re ve nue s  in the  2004 ra te  re vie w (Docke t No. E-01933A-04-

0408). See  Mr. Dukes ' Direct Tes timony a t pages  9-10.

10

11 Q- Are  TEP 's  revenues  for Fixed CTC ongoing?

12

13

In the  conte xt of the  2006 te s t ye a r, the y we re  a n ongoing s ource  of re ve nue  to TEP ,

More ove r, De cis ion  No. 69568  (Ma y 21 , 2007) conclude d  a t pa ge  20  tha t "TEP 's

S ta nda rd Offe r ra te s  s ha ll re ma in a t the ir curre nt le ve l, a nd tha t the  re ve nue s  tha t will

continue  to be  colle cte d a fte r the  Fixe d CTC would othe rwise  te rmina te . sha ll be  tra ce d

a nd a ccrue  inte re s t, pe nding future  Commis s ion de te rmina tion of a  re fund or cre dit or

othe r me cha nism to prote ct cus tome rs , until the  da te  of the  Commiss ion's  fina l Orde r in

the  forthcoming Ra te  P ropos a l Docke t." P a ra gra phs  79-81, on pa ge  16 of De cis ion

69568, provide  the  following additiona l discuss ion concerning this

A.

A.

79. Because of the uncertainty of the impact of the forthcoming rate case
and to avoid the potential confusion or disruption that may arise if rates
decline for six months and then increase, we find that it is in the public
interest to provide stability of rates pending the outcome of the rate case
We findfurther that TEP customers should be protected by providing for a
mechanism to refund or credit the revenues, plus interest, that will continue
to be collected pursuant to the modification of the Fixed CTC until final
rates are approved. We will determine the specy'ics of interest rate and
how and when customers may receive a refund or credit in the forthcoming
rate case. Accordingly, we will allow TEP's Standard O r rates to
remain unchanged and at current levels, pending our determination of a
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1
2
3
4
5
6
7
8
9

10
11
12
13
14
15

refund or credit or other mechanism to protect customers, until the Rate
Proposal Docket is resolved.

"80. We believe the least disruptive and least confusing or prejudicial way
to maintain current rates isidor the Fixed CTC to continue beyond the time
it would otherwise terminate pursuant to the 1999 Settlement Agreement.
TEP is already tracking the revenue collected pursuant to this charge and
should easily to (she) able to continue tracking this revenue.
"8]. The amount of revenue collected as a result of this modification to the
Fixed CTC, is classified hereafter as "True-Up Revenue, " until a final
order is issued in the Rate Proposal Doeket. True-up Revenue will be
tracked and accrue interest to be refunded or credited at an appropriate
rate of interest compounded monthly, and such interest rate and the
mechanism for determining how the refund or credit will be made shall be
determined as part of the final order in the forthcoming rate case. "

16

17 Q-

18

How could TEP's continued collection of the "True Up" revenue that replaces the

Fixed CTC revenue affect TEP's revenue requirement?

19

20

21

TEP 's  base  ra te  revenue  requirement has  been ca lcula ted by both TEP and S ta ff without

the  2006 te s t ye a r a mount of ne t Fixe d CTC re ve nue . Although the  colle ction of Fixe d

CTC revenue  will cease  before  new base  ra tes  for TEP become effective , the  Commission

22

23

24

25

26

27

28

29

30

A.

ha s  a llowe d TEP  to  colle c t True -Up Re ve nue  (which is  e s s e ntia lly a  continua tion of the

colle ction of Fixe d CTC re ve nue ) purs ua nt to De cis ion No. 69568. If TEP  ha s  a  ba s e  ra te

re ve nue  de fic ie ncy, but pa rt or a ll of tha t de fic ie ncy would  be  offs e t from the  impa c t of

True -Up Re ve nue s , th is  ma y impa ct the  ba s e ra tes tha t s hould be  e s ta blis he d for TEP .

The  pote ntia l impa c t of TEP 's  continuing colle c tion  of True  Up Re ve nue  could  a ls o  be

us e fu l in fo rma tion  in  de te rmin ing  a n  a ppropria te  tre a tme nt fo r the  True -Up Re ve nue .

Be ca us e  the  a mount of pos s ible  True -Up Re ve nue  ha s  not be e n de te rmine d, S ta ff will

provide  a  propos a l conce rning the  tre a tme nt of True -Up Re ve nue  in  S ta ff's  s urre butta l

filing .
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1 111 . RATE  BAS E

2 Q. Have you prepared a schedule that summarizes Staff's proposed adjustments to rate

base?3

4

5

6

Ye s . As  note d a bove , the  a djus te d ra te  ba s e  is  s hown on S che dule  B a nd the  a djus tme nts

to TEP 's  propos e d ra te  ba s e  a re  s hown on S che dule  B. 1. A compa ris on of the  Compa ny's

propose d ra te  ba se  a nd S ta ff" s  re comme nde d ra te  ba se  on a n Origina l Cos t a nd Fa ir Va lue

ba s is  a re  pre se nte d be low:7

8

9

10

11

12

13

14

B-I P la n t  He ld  fo r Fu tu re  Us e

P le a s e  e xp la in  th e  a d ju s tm e n t fo r P la n t  He ld  fo r Fu tu re  Us e .Q-

15

16

17

18

19

20

21

As  s hown  on  S c he du le  B-l,  th is  a d ju s tm e n t re m ove s  $4 .014  m illion  o f P la n t He ld  fo r

Future  Us e  from tota l compa ny ra te  ba s e  a nd ze ro from ACC juris dictiona l ra te  ba s e . This

p la n t is  no t us e d  a nd  us e fu l in  the  provis ion  of u tility s e rv ice  a nd  s hould ,  the re fore ,  be

re m ove d. In de riving ACC juris dic tiona l ra te  ba s e , TEP  re m ove d a ll of the  P la nt He ld for

Future  Us e .

22

23 B-2

24 Q-

Luna Plant Facility

Please explain Staffs adj vestment for the Luna Plant Facility.

25

26

This  a djus tme nt re ve rse s  TEP 's  propose d ra te  ba se  a djus tme nt for the  Luna  P la nt Fa cility.

As  d e s c rib e d  in  th e  d ire c t  te s t im o n y o f TE P  witn e s s  Hu tc h in s  a t  p a g e s  2 3 -2 6 ,  TE P

A.

A.

A.

I Illll



Dire ct Te s timony of Ra lph C. Smith
Docke t No. E-01933A-07-0402 e t a l
Page 22

1

2

3

4

5

6

7

proposed to remove  the  Luna  P lant from ra te  base  and to trea t it a s  an opera ting expense

us ing a  "ma rke t-ba se d" fixe d-cos t re cove ry ra te . S ta ffs  a djus tme nt re s tore s  TEP 's  pla nt

inve s tme nt a mounts  to ra te  ba se . P la nt incre a s e s  by $48930 million. Accumula te d

De pre cia tion incre a se s  by $891,120. Re ve rs ing TEP 's  a djus tme nt to worldng ca pita l

incre a se s  Ma te ria ls  a nd S upplie s  by $628,849 a nd P re pa yme nts  by $91,019. Tota l ra te

ba se  incre a se s  by a pproxima te ly $49 million. ACC jurisdictiona l ra te  ba se  incre a se s  by

a pproxima te ly $46 million.

8

9 Q, Is this Staff rate base adjustment related to an income statement adjustment?

1 0

1 1

1 2

1 3

1 4

Ye s . This  S ta ff ra te  ba se  a djus tme nt is  re la te d to S ta ffs  a djus tme nt C-2, which re ve rse s

TEP 's  propose d ne t ope ra ting income  a djus tme nt re la te d to the  Luna  P la nt Fa cility, a nd

provide s  for a n a nnua lize d a mount of O&M e xpe nse s  re la te d to the  pla nt. Additiona lly,

S ta ff adjustment C-3 provides  for annua lized deprecia tion expense  on the  amount of Luna

plant included in ra te base.

1 5

1 6 Q-

1 7

Why should Luna be treated for ratemaking purposes as an asset that is included in

rate base and depreciated for ratemaking purposes?

1 8

1 9

20

2 1

A.

A. This  tre a tme nt is  cons is te nt with TEP 's  a ccounting, a nd provide s  for the  re cove ry of the

cos t re la te d to the  inve s tme nt in a nd ope ra tion of this  pla nt. In a ddition to providing for

the  re cove ry of the  re la te d ope ra ting e xpe ns e s , it provide s  for a  re turn of a nd on the

inves tment in the  plant.
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1

2

B-2.1 Luna Plant Facility Aeeumulated Deferred Income Taxes

Please explain the related adjustment to rate base for Luna Plant FacilityQ-

3 Accumulated Deferred Income Taxes.

4

5

6

7

As  s hown on S che dule  B-2.1, ra te  ba s e  be fore  juris dictiona l a lloca tion is  re duce d by

$382,415 for ADIT re la te d to the  Luna  P la nt. This  a mount wa s  provide d by TEP  in

re sponse  to da ta  reques t RUCO 6.5. The  corre sponding ACC jurisdictiona l adjus tment is

$281,776.

8

9

10

11

Q- Has TEP provided different information on the Luna Plant ADIT amounts in

response to another data request?

12

13

Ye s . In re sponse  to S ta ff da ta  re que s t LA 20.26, TEP  provide d a n a mount of $359,747,

which is  somewha t diffe rent. A follow-through da ta  reques t has  been issued, a sking TEP

to reconcile  and expla in the  diffe rence .

14

15 B-3

16 Q

"Implementation Cost Regulatory Asset"

Please explain the adjustment to TEP's proposed "Implementation Cost Regulatory

1 8 A

As s e t" (s cIcRAn)

This  a djus tme nt re move s  from ra te  ba s e , portions  of TEP 's  propos e d ICRA with which

S ta ff disa gre e s . It re duce s  TEP 's  p ropos e d  ra te  ba s e  a mount o f 347 ,455 ,224  to

$14,212,843, for an adjustment to decrease rate  base by $33,242,381

22 Q Wh a t a re  th e  c o m p o n e n ts  o f TEP 's  p ro p o s e d  ICRA a n d  wh ic h  ite m s  h a s  TEP

24

A.

A.

A

recorded on its  books  as  regulatory as s ets ?

The  compone nts  of TEP 's  propose d ICRA a re  summa rize d on S che dule  B-3. Of those

items, only the  first three  have been recorded by TEP on its  books as regula tory asse ts
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1 Q As  a  ge ne ra l ra te ma king  princ ip le , s hould  TEP  be  a llowe d  to  s e t up  ne w re gu la to ry

as s ets  for cos ts  it expens ed in prior years

No. As  a  ge ne ra l ma tte r, TEP  should not be  a llowe d to se t up ne w re gula tory a s se ts  for

cos ts  tha t the  Company expensed in prior yea rs  and in ins tances  where  TEP had ne ithe r

requested, nor rece ived Commission approva l for defe rra l

7 Q Please discuss Staff's proposed treatment of the Sundt coal contract termination fee

Staff has removed TEP's  proposed new regula tory asse t for costs  re la ted to the  Sundt coa l

contra ct te nnina tion fe e  tha t TEP  e xpe nse d in prior ye a rs . S ta ff witne ss  Emily Me dine 's

te s timony a lso addresse s  the  Sundt coa l contract te rmina tion fee  from the  pe rspective  of

the  e va lua tion  of TEP 's  coa l procure me nt tha t wa s  conducte d  by he r firm, Ene rgy

Ve nture s  Associa te s , Inc. ("EVA")

14 Q How did TEP record the San Juan coal contract termination fee?

TEP recorded the  $11 .25 million as  an expense  to Account 5100, Fue l-Coal in 2002 when

the  cost was incurred

18 Q Did TEP request any accounting order from the Commission to defer any of the

$11.25 million Sundt coal contract buyout cost?

No, per TEP's  response  to S ta ff da ta  request LA-20.2(b)

22 Q Is TEP aware of any Commission order authorizing deferral of any of the $11.25

million Sundt coal contract buyout cost?

No, per TEP's  response  to S ta ff da ta  request LA-20.2(c)
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1 Q-

2

Did TEP have any recorded amount of Accumulated Deferred Income Taxes as of

December 31, 2006 related to the $11.25 million Sundt coal contract buyout cost?

3

4

No, pe r TEP 's  re sponse  to S ta ff da ta  re que s t LA-11.22(g), which s ta te s : "The  Compa ny

ha s  not re corde d a ny re la te d a mounts  of Accumula te d De fe rre d Income  Ta xe s  a s  of

5

6

December 31, 2005 and December 31, 2006."

7

8

Q. Please discuss Staff's proposed treatment of the San Juan coal contract termination

9

10

11

fee.

Staff has removed TEP's proposed new regulatory asset for costs related to the San Juan

coal contract tennination fee that TEP expensed in prior years. Staff witness Emily

Medine's testimony also addresses this issue in conjunction with EVA's evaluation of

TEP coal procurement.12

13

14 Q- As of December 31, 2006, had TEP recorded any Accumulated Deferred Income

Taxes related to the San Juan coal contract termination fee?15

16

17

18

This is not clear from the information provided by TEP. TEP's response to data request

LA 11.23 (a), (b), (c), (d), (e) and (f), for example, states that TEP has not recorded the San

Juan Stranded Cost buyout regulatory asset. However, the response to data request LA

l1.23(g) identifies a related amount ofADIT at December 31, 2006 of $4,069,26619

20

21 Q.

22

If TEP had recorded ADIT as of December 31, 2006 related to the San Juan coal

contract termination fee, and that cost is excluded from rate base, should the related

ADIT also be excluded from rate base?23

24

25

26

A.

A.

A.

A. Yes. The ADIT related to an asset or liability should generally follow the same treatment

as the corresponding asset or liability. Since TEP's proposed regulatory asset (which has

not been recorded by TEP) for the San Juan coal contract buyout is being removed from
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1

2

3

4

ra te  ba se , the  re la te d ADIT ba la nce , if re corde d by TEP  a nd use d to re duce  ra te  ba se ,

should a lso be  re move d. Conve rse ly, if the  re gula tory a s se t we re  to be  include d in ra te

ba se  (which is  not S ta ffs  re comme nda tion), the  re la te d ADIT should be  re fle cte d a s  a n

offset to ra te  base .

5

6 Q- Please discuss Staff's proposed treatment of TEP's Deferred Desert Star and

WestConnect costs.7

8

9

10

11

12

Staff has  a llowed these  costs  as  a  regula tory asse t. These  costs  have  been recorded as  a

de fe rra l on TEP 's  books  a nd a ppe a r to ha ve  be e n a pprove d by the  Commis s ion for

defe rra l and future  recovery. S ta ff has  seen no evidence  to this  point tha t such costs  were

unre a sona ble  or imprude ntly occurre d. Conse que ntly, S ta ff ha s  a cce pte d the  tre a tme nt

proposed by TEP for such costs .

14 Q Please discuss Staffs proposed treatment of TEP's Deferred Direct Access costs

15 A S ta ff ha s  a llowe d the s e  cos ts  in ra te  ba s e  a s  a  re gula tory a s s e t. De fe rra l for future

re cove ry wa s  a ddre sse d in Se ction 4.6 of the  1999 Se ttle me nt Agre e me nt, which s ta te d

tha t

TEP shall defer for future recovery its costs ro implement Competitive
Retail Access. The Commission shall authorize TEP ro recover its
reasonable and prudently incurred Competitive Retail Access
implementation costs as a plant east and/or deferred debit subject to review
in the TEP June I, 2004 fling

25 Q Please discuss Staff's proposed treatment of TEP's Deferred Divestiture and GenCo

Separation cos ts

27

A.

A Staff has  a llowed these  costs  as  a  regula tory asse t. These  costs  have  been recorded as  a

de fe rra l on TEP 's  books  a nd a ppe a r to ha ve  be e n a pprove d by the  Commis s ion for
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1

2

3

de fe rra l a nd future  re cove ry. S ta ff ha s  s e e n no e vide nce  to this  point tha t s uch cos ts  we re

unre a s ona ble  or imprude ntly occurre d. Cons e que ntly, S ta ff ha s  a cce pte d the  tre a tme nt

propos e d by TEP  for s uch cos ts .

4

5

6

Q. Please discuss Staff's proposed treatment of TEP's proposal to set up a regulatory

asset for Financing Costs related to Generation.

7

8

9

10

11

12

13

S ta ff oppos e s  this  TEP  propos a l a nd ha s  re move d s uch prior ye a r e xpe ns e s  from ra te  ba s e .

TEP  e xpe ns e d s uch cos ts  on its  books  in prior ye a rs , i.e ., s uch cos ts  we re  e xpe ns e d by

TEP  in  2004 a nd  2005. As  a  ge ne ra l ma tte r, TEP  s hould  not be  a llowe d to  s e t up  ne w

re gula tory a s s e ts  for cos ts  tha t the  Compa ny e xpe ns e d in  prior ye a rs  a nd in  ins ta nce s

wh e re  TE P  h a d  n e ith e r re q u e s te d ,  n o r re c e ive d  C o m m is s io n  a p p ro va l fo r d e fe rra l.

More ove r,  e ve n  if s uc h  c os ts  ha d  be e n  de fe rre d  on  TEP 's  books  (the y we re  no t),  the

a ppropria te  ra te ma king tre a tme nt would be  to re fle ct s uch cos ts  in the  de te rmina tion of the

14 cos t of debt, not a s  a  ra te  ba s e  addition.

15

16 Q-

17

Did you also adjust the ADIT related to TEP's proposed "Implementation Cost

Regulatory Asset" to conform with Staffs recommended adjustments?

18 Ye s . As  s hown  on  S c he du le  B-3 ,  ra te  ba s e  is  inc re a s e d  by $8 .417  million  fo r ADIT

re la te d to S ta ff" s  a djus tme nts  to TEP 's  propos e d ICRA.19

20

21 Q-

22

Are there some Staff operating expense adjustments that are related to this rate base

adjustment?

23 Ye s . S ta ff Adjus tme nts  C-20 a nd C-24 a re  re la te d to this  a djus tme nt.

A.

A.

A.

l l
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1 B-4

2 Q-

Working Capital

Have you reviewed the Company's request for a working capital allowance?

3

4

Ye s . The  Compa ny's  working ca pita l re que s t cons is ts  of four se pa ra te  subcompone nts .

The subcomponents are:

5

6 (1) a  ne ga tive  ca s h working ca pita l ba la nce  of $25.022 million ba s e d on a  le a d/la g

s tudy on a  tota l compa ny ba s is  a nd $22.017 million on a n ACC J uris dictiona l

ba s is ,

7

8

9

10 (2)

1 1

a  thirte e n-month a ve ra ge  ma te ria ls  a nd supplie s  ba la nce  of $40.643 million on a

tota l company bas is  and $29,947 million on an ACC Jurisdictiona l bas is ,

1 2

1 3 (3)

1 4

a  th irte e n-month  a ve ra ge  pre pa yme nts  ba la nce  of $5.895 million  on a  to ta l

company basis  and $5.351 million on an ACC Jurisdictiona l bas is , and

1 5

1 6

1 7

(4) a  thirte e n-month a ve ra ge  fue l inve ntory ba la nce  of $18972 million on a  tota l

company bas is  and $16992 million on an ACC Jurisdictiona l bas is .

1 8

1 9

2 0

2 1

2 2

23

A.

As  s hown on Compa ny S che dule  B-5, TEP 's  ra te  ba s e  re fle cts  a  re que s t for working

ca pita l of pos itive  $40.488 million on a  tota l compa ny ba s is  a nd $30273 million on a n

ACC J uris dictiona l ba s is . I will a ddre s s  the  Compa ny's  ca s h working ca pita l re que s t,

a long with the  lead/lag s tudy TEP provided as  support for tha t reques t. I will a lso address

Staff' s  adjustment to TEP's  requested fue l inventory.
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1

2 Q

3

B-4.1 Ca s h Working Ca pita l

Wha t is  cas h working capita l?

Ca s h  working  ca p ita l is  the  ca s h  ne e de d  by the  Compa ny to  cove r its  da y-to -da y

opera tions . If the  Company's  cash expenditures , on an aggrega te  bas is , precede  the  cash

re cove ry of e xpe ns e s , inve s tors  mus t provide  ca s h working ca pita l. In tha t s itua tion a

pos itive  ca s h working ca pita l re quire me nt e xis ts . On the  othe r ha nd, if re ve nue s  a re

typica lly re ce ive d prior to whe n e xpe nditure s  a re  ma de , on a ve ra ge , the n ra te pa ye rs

provide  the  ca s h working ca pita l to the  utility, a nd the  ne ga tive  ca s h working ca pita l

a llowa nce  is  re fle cte d a s  a  re duction to ra te  ba se . In this  ca se , the  ca sh working ca pita l

requirement is  a  reduction to ra te  base  as ra tepayers are  essentia lly supplying these  funds

A

12 Q Does TEP have a positive or negative cash working capital requirement?

13 A TEP  ha s  a  ne ga tive  ca s h working ca pita l re quire me nt. In othe r words , ra te pa ye rs  a re

e s s e ntia lly s upplying the  funds  us e d for the  da y-to-da y ope ra tions  of the  Compa ny. On

a ve ra ge , re ve nue s  from ra te pa ye rs  a re  re ce ive d prior to the  time  whe n the  utility pa ys  the

as s ocia ted expenditure s

18 Q- Did TEP pres ent a  lead/lag s tudy in  s upport of its  cas h working capita l requirement?

19 A Yes, TEP pe rformed a  lead/lag s tudy to ca lcula te  the  cash working capita l requirement in

this  ca s e . The  Compa ny provide d its  le a d/la g s tudy ca lcula tions  with the  work pa pe rs

provided in the  case

23 Q Ha s  TEP  ma de  a ny re vis ions  to  the  c a s h  working  c a p ita l c a lc u la tion  inc lude d  in  its

filin g

25 A No. none  of which I a m a wa re
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1 Q- Are you recommending any revis ions  to TEP's  cas h working capita l reques t?

2

3

Yes. I have  re flected the  impact of S ta ffs  adjus tments  to ope ra ting expenses  and impacts

on revenue  based taxes . I have  a lso synchronized the  ca lcula tion of ca sh working capita l

with Staff" s recommended revenue increase.4

5

6 Q- What is the result of your cash working capital calculation?

7

8

As  s hown on  S che dule  B-4 .1 , TEP 's  file d  ca s h  working  ca pita l re que s t s hould  be

decreased by approxima te ly $3.0 million in tota l and $2.6 million on a  jurisdictiona l bas is .

9

10

11

B-4.2 Fuel Inventory

Please explain the adjustment to TEP's proposed Fuel Inventory.Q-

12

13

14

15

16

17

18

19

2 0

21

This  a d jus tme nt is  s hown on  S che du le  B-4 .2 . S ta ff witne s s  Emily Me d ine  ha s

re comme nde d a  coa l inve ntory a llowa nce  of $l5.254 million. This  compa re s  with TEP 's

proposed ra te  base  amount, which was  based on a  13-month ave rage , of $l6.596 million.

Sta ffs  adjustment reduces  TEP's  proposed ra te  base  amount for coa l inventory by $1 .342

million. Additiona lly, TEP 's  propos e d a mount for fue l oil inve ntory of $2.298 million

exceeds a  normalized leve l by $1 .008 million. S ta ff has  accepted TEP's  proposed amount

for undis tributed fue l handling expense  of approximate ly $78,000. As  shown on Schedule

B-4.2, TEP 's  propose d a mount of fue l inve ntory of $l8.972 million is  re duce d by $2.350

million, to S ta ffs  re comme nde d le ve l of $l6.622 million. The  jurisdictiona l a djus tme nt is

a  $2.105 million decrease  to TEP 's  proposed fue l inventory.

22

23 Q- How was  TEP 's  fue l inventory de te rmined for TEP in  Dec is ion  No. 56659?

24

25

De cis ion No. 56659 (11/24/99) s ta te s  a t pa ge  23 tha t: "The  Commis s ion finds  tha t the

average  daily burn ra te  should be  used to ca lcula te  the  fue l s tock adjustment."

26

A.

A.

A.

A.
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1 Q.

2

Is TEP's proposed fuel inventory consistent with how this was determined for TEP

in Decision No. 56659?

3

4

No . TEP 's  propos a l to  us e  a  13 month a ve ra ge  is  incons is te nt with this  me thod of

de te rmining the  a llowance  for libe l inventory to be  included in ra te  base .

5

6 B-5

7 Q-

Accumulated Depreciation and ADIT Related to Cost of Removal

Please describe the Staff adjustment for cost of removal that TEP had accrued in its

8 depreciation rates.

9

1 0

11

In a ccorda nce  with the  Commiss ion's  rule s  for de pre cia tion ra te s , TEP  ha d imple me nte d

deprecia tion ra tes , which were  approved by the  Commission, which included a  component

to colle ct for the  e s tima te d future  cos t of re mova l. On J a nua ry 1, 2003, TEP  re corde d

1 2 e ntrie s  re la te d to the  imple me nta tion of S ta te me nt of Fina ncia l Accounting S ta nda rds

1 3 ("FAS") No. 143, e ntitle d "Accounting for Asse t Re tire me nt Obliga tions .as

1 4

1 5 Q. What accounting guidance  is  provided in FAS 143?

1 6 FAS  143 re quire s , a mong othe r things , tha t a ll e ntitie s  which ha ve  a  le ga l obliga tions  to

1 7

1 8

1 9

20

2 1

22

23

dispose  of ta ngible  long-live d a s se ts  re cord a  lia bility for tha t obliga tion. For some  pla nt

and equipment, public utilities  have  a  lega l obliga tion to remove  the  asse t a t the  end of the

se rvice  life . S uch obliga tions  a re  re fe rre d to a s  Asse t Re tire me nt Obliga tions  ("AROs").

FAS  143 provide s  tha t, whe n the  lia bility is  initia lly re corde d, the  e ntity should ca pita lize

a  cos t by incre a s ing the  ca rrying a mount of the  re la te d long-live d a sse ts . Ove r time , the

liability is  adjus ted to its  pre sent va lue  by recognizing accre tion expense  a s  an ope ra ting

expense, and the  capita lized cost is  deprecia ted over the  useful life  of the  re la ted asset.

2 A legal obligation that a party is required to settle as a result of an existing or enacted law, statute, ordinance, or
written or oral contract or by legal construction of a contract under the doctrine of promissory estoppal.

A.

A.

A.

I III 111111-1
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I Q- What was  the  e ffec t on TEP 's  ea rnings  re la ted to  implementing FAS 143?

2

3

4

The  cumula tive  e ffe ct of a dopting FAS  143 wa s  a n incre a s e  of $67.5 million to  the

Compa ny's  ne t income  for the  ye a r 2003.3 TEP  ide ntifie d le ga l AROs  of a pproxima te ly

$38 million, a t the  e s tima te d da te s  of re tire me nt. The  pre s e nt va lue  of the  AROs  a t

Ja nua ry l, 2003 wa s  $1.1 million.5

6

Q- What othe r entrie s  d id  TEP make  re la ted  to  its  adoption of FAS 143?7

8

9

10

11

TEP a lso reve rsed $112.8 million of previous ly recorded Accumula ted Deprecia tion tha t it

ha d colle cte d for e s tima te d future  cos t of re mova l through its  ra te s  through the  e nd of

2002. This  amount reversed a ll non-lega l AROs through the  end of 2002 .

12

13

Q~ What is  S ta ff's  pos ition on this  matte r?

14

15

16

S ta ffs  pos ition  is  tha t the  a mount of Accumula te d  De pre cia tion  s hould  ha ve  be e n

recorded a s  a  regula tory liability. The  Company has  been collecting e s tima ted future  cos t

of re mova l in the  de pre cia tion ra te s  for its  ge ne ra ting a s se ts  for ma ny ye a rs . The re fore ,

S ta ffs  a na lys is  found tha t this  obliga tion should be  re cognize d for re gula tory purpose s

and the  Company should reverse  the  approximate  effects  of implementing FAS 143 .17

18

19

2 0

2 1

2 2

Q- How has  Sta ff re flec ted this  recommendation?

23

24

As shown on Schedule  B-5, S ta ff increased Accumula ted Deprecia tion by $112.8 million,

a nd re duce d re la te d  Accumula te d  De fe rre d  Income  Ta xe s  by $44.7  million . The

corre s pond ing  ACC ju ris d ic tiona l a moun ts  a re  $106 .6  million  a nd  $32 .9  million ,

respective ly. S ta ff has  a lso made  a  re la ted adjustment to Deprecia tion Expense . See  S ta ff

Adjus tment C-15.

25

A.

A.

A.

A.

3 See, e .g., TEP's  FERC Form 1, 2003, page 117, columll (c ), line 73, "Extraordinary Items  a&er Taxes ."
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1 Q- Did TEP reques t or rece ive  Commis s ion authoriza tion to  implement FAS 143?

2

3

No . TEP  ha d a ppa re ntly be e n ope ra ting  unde r a  be lie f tha t it no  longe r re quire d

Commission approva l for implementing deprecia tion ra te  changes for its  genera tion plant.4

4

5 Q- Did TEP revers e  the  e ffec ts  of FAS 143 in  its  2007 ra te  filing?

6

7

No. TEP  confine d in re s pons e  to S ta ff da ta  re que s t LCG 13.11 tha t the  Compa ny ha s

not reversed the  e ffects  of FAS 143, as  adopted by the  Company, in its  2007 ra te  filing.

8

9 Q. Has the Commission dealt with this issue before?

10

11

Ye s , it ha s . In Arizona  P ublic S e rvice  Compa ny's  re ce nt ra te  ca s e s , FAS  143 wa s

spe cifica llynot adopted for raternaking purposes.5

12

13 Q-

14

Do you have any other comments regarding the context in which it might be

appropriate to adopt FAS 143 for ratemaking purposes?

15 Ye s . If the  Commis s ion we re  going to a dopt FAS  143 for ra te ma king purpos e s , the

de cis ion a s  to whe the r or not it s hould be  a dopte d s hould be  ma de  in the  conte xt of a

utility ra te  ca se . Ha ving a  utility unila te ra lly a dopt FAS  143 for re gula tory a ccounting or

ra te ma king purpos e s , without Commis s ion a pprova l, in  be twe e n ra te  ca s e s , is  not

appropria te  and ra ises additional concerns

A.

A.

A.

A.

For example, TEP's response to data request STF 14. 15(d) states in part that: "The rates used to depreciate
generation assets prior to their becoming deregulated, concurrent with going off of FAS No. 71 in 1999, were
established in Decision No. 59594 (March 29, 1996). Subsequent thereto, depreciation rates for certain generation
assets were changed four times

See, e.g., Decision No. 67744, dated April 8, 2005, Docket No. E-01345A-03-0473, page 19. Nor was FAS 143
adopted for ratemaking purposes in APS' most recent rate case, Docket No. E-01345A-05-0816. In that case
consistent with the Commission's rules for determining depreciation rates, a provision for APS' estimated future cost
of removal continued to be incorporated in APS' depreciation rates
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1 Q Please describe such concerns

One  of the  p rima ry conce rns  re ga rd ing  a  u tility un ila te ra lly a dopting  FAS  143  for

re gula tory a ccounting purpose s  be twe e n ra te  ca se s  would a lso be  pre se nt in s itua tions

where  the  utility unila te ra lly changed its  deprecia tion ra te s , without Commiss ion approva l

or a uthoriza tion, be twe e n ra te  ca se s . By coordina ting de pre cia tion ra te  cha nge s  with a

utility's  ra te  cases, this  can he lp assure  tha t the  deprecia tion expense  tha t is  included in the

de ve lopme nt of the  utility's  ra te s  is  re a s ona bly coordina te d with the  a ccumula tion of

de pre cia tion tha t is  re corde d on the  utility's  books . Es tima te d future  cos t of re mova l ca n

be  a  ve ry s ignifica nt portion of a  utility's  tota l de pre cia tion ra te s . By ce a s ing to include  a

cos t of re mova l compone nt in its  de pre cia tion ra te s  for ge ne ra tion pla nt, e ffe ctive  a s  of

Janua ry l, 2003, TEP 's  build up of Accumula ted Deprecia tion re la ted to gene ra tion plant

on its  books from tha t point forward has  a lso been impacted

1 4 B-6

1 5 Q

Accumulated Depreciation Related to Unauthorized Depreciation Rate Changes

Please describe the Staff adjustment to Accumulated Depreciation for unauthorized

depreciation rate changes

20

As  shown on S che dule  B-6, this  a djus tme nt incre a se s  Accumula te d De pre cia tion a s  of

De ce mbe r 31, 2006 for a 11 e s tima te d a mount of $46957 million re la te d to de pre cia tion

ra te  changes for TEP's  genera tion plant tha t were  implemented by TEP from 2002 through

2006, but which were  not authorized by the  Commiss ion

22 Q Is the $46.957 million an exact amount?

No. The  $46957 million is  not a n e xa ct a mount. Ra the r, it is  a  rough e s tima te  tha t TEP

has provided in response to S ta ff da ta request STF 14.15(b)
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1

2

3

A re la ted amount of Accumula ted Defe rred Income  Taxes , ca lcula ted us ing the  combined

income  ta x ra te  of 39.60 pe rce nt, is  a dde d ba ck to ra te  ba s e , a s  a  pa rtia l offs e t to the

$46,957 million adjus tment to Accumula ted Deprecia tion.

4

5

6

Q- Have you been able to identify the impact on Accumulated Depreciation from

January 1, 2002 through December 31, 2006, the end of the test year, related to

TEP's changes to its depreciation rates for generation plant?7

8

9

10

11

12

13

14

At this  time  I ha ve  not be e n a ble  to obta in a n a ccura te  de te rmina tion of the  impa ct on

Accumula ted Deprecia tion from Janua ry 1, 2002 through December 31, 2006, the  end of

the  te s t ye a r, re la te d to TEP 's  cha nge s  to its  de pre cia tion ra te s  for ge ne ra tion pla nt.

Howe ve r, TEP  ha s  provide d a  rough e s tima te . S ta ff ha s  is sue d se ve ra l da ta  re que s ts  to

TEP to obta in information be lieved to be  necessa ry in orde r to a sce rta in wha t the  ba lance

of Accumula ted Deprecia tion would have  been, in the  absence  of TEP 's  adoption of FAS

143 (which removed the  cos t of remova l portion from TEP 's  deprecia tion ra te s  applicable

to ge ne ra tion pla nt) a nd the  othe r cha nge s  to de pre cia tion ra te s  tha t TEP  imple me nte d

without obta ining Commiss ion authoriza tion. As  noted be low, the  implementa tion of FAS

143, a nd the  re la te d cha nge s  TEP  ma de  to its  de pre cia tion ra te s  we re  not the  only

deprecia tion ra te  changes implemented by TEP.

15

16

17

18

19

2 0

2 1

Q~ When were TEP's depreciation rates last authorized by the Commission?

22

23

24

25

26

As fa r a s  S ta ff can te ll, TEP 's  deprecia tion ra te s  were  la s t authorized by the  Commiss ion

in Decis ion No. 59594 (March 29, 1996), which was  an orde r from TEP 's  1995 ra te  ca se ,

Docke t No. U-1933-95-317 tha t a pprove d a  se ttle me nt a gre e me nt. This  wa s  confine d in

TEP's  response  to da ta  request STF 14.15(e), which s ta ted: "The  most recent deprecia tion

ra te  orde r was  tha t described in (d) above ." TEP 's  re sponse  to da ta  reques t STF 14.15(d)

re fe re nce d De cis ion No. 59594. Thus , S ta ff a nd TEP  a ppe a r to be  in a gre e me nt tha t

A.

A.

lllllll
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1

2

TEP 's  la s t Commiss ion authorized deprecia tion ra te s  we re  the  ra te s  proposed by TEP  in

Docke t No. U-1933-95-317, which were  approved by Decis ion No. 59594.

3

4 Q- What did Decision No. 59594 state with respect to the Commission's authorization of

5 TEP's  deprec ia tion ra tes ?

6 Exhibit A to De cis ion No. 59594 conta ins  the  s e ttle me nt a gre e me nt a pprove d by the

7 Commiss ion in tha t orde r. Page  3 of Exhibit A s ta te s  a s  follows:

8

9
10
11
12
13
14

TEP 's proposed depreciation rates are approved. TEP 's depreciation rates
may be changed from time to t ime in accordance with results of
depreciation studies performed by TEP with such changes to thereafter
become effective upon Staff's approval. The Commission shall not be
bound to adopt for ratemaking purposes any changes in depreciation rates
made pursuant to this provision. (Emphasis supplied.)

15

16

17

18

This  provis ion is  cle a r tha t a ny subse que nt cha nge s  to TEP 's  de pre cia tion ra te s  we re  to

be come  e ffe ctive  upon S ta ffs  a pprova l. More ove r, the  Commis s ion is  not bound for

ra te ma king purpose s  to a dopt a ny cha nge s  in de pre cia tion ra te s  ma de  pursua nt to this

provis ion in the  se ttlement.19

2 0

21 Q-

22

23

Based on the information you have received to date, how many rounds of

depreciation rate changes has TEP subsequently implemented after Decision No.

59594?

24

25

26

27

TEP 's  re sponse  to da ta  re que s t STF l4.15(d) s ta te s  tha t subse que nt to the  de pre cia tion

ra te s  tha t we re  e s ta blis he d in De cis ion No. 59594, de pre cia tion ra te s  for ce rta in TEP

ge ne ra tion a sse ts  we re  cha nge d four time s . TEP 's  re s pons e  to re que s t S TP  l4.l5(d)

describes these changes as follows:

28

A.

A.
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1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18

In the second quarter of2002, TEP changed its depreciation rates to reflect
increased estimates of the useful lives from 40 to 60 years for its Sundt
Generating Station gas fired units and from 25 to 40 years for its internal
combustion turbines. With the adoption ofFAl 143 in January 2003, new
ARO assets were established and rates for their depreciation, reflecting
expected service lives, were implemented. During 2004, TEP engaged an
independent third party to review the economic estimated useful lives of its
owned generating assets in Springerville. Based on that information,
combined with plant life information provided by the operators and
participants of the joint generating plants in which TEP participates, new
depreciation rates reflecting service life extensions ranging from ll to 22
years were implemented in July. Finally, during the second quarter 2005,
a study requested by the participants in the San Juan Generating Station
was completed that indicated an economic useful life changed from
previous estimates. As a result, new depreciation rates reflecting an
extension of the useful life from 40 to 60 years were implemented in April
1, 2005.

19 Q~ Were any of those depreciation rate changes authorized by the Commission or by

20 S ta ff?

21 A.

22

23

Appa re n tly no t. Da ta  re que s t LA 21 .1  re fe re nce d  the  ne w de pre c ia tion  ra te s  tha t TEP

imple me nte d  in  the  four rounds  of de pre c ia tion  ra te  cha nge s : (b ) Ap ril 1 ,  2 0 0 2 ,  (c )

J a nua ry l, 2003, (d) J uly l, 2004, a nd (e ) April l, 2005. Da ta  re que s t LA 2l.l(f) a s ke d:

24

25
26
27
28

For even of the new depreciation rates addressed in items b, c, d and e,
were such rates approved by the Commission Star? Ipso, please provide
the related documentation and evidence of suen approval. If not, explain
fully wry not.

29

30 S imila rly, da ta  re que s t LA 2l.l(g) a ske d:

3 1

32
33
34
35
36

For each of the new depreciation rates addressed in items b, c, d and e, did
TEP request Commission Stajfapproval of suen rates? If not, explain fully
wry not. Ipso, please provide the information that TEP provided to Staff
related to TEP's request for approval, and all other correspondence that
TEP maintained related to such approval.

37

38 TEP's combined response  to data  requests  LA 21 .1(f) and (g) sta ted as follows:

I'l l_
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1

2

3

4

5

6

7

8

9

1 0

1 1

1 2

Approval of the depreciation study, and the resulting rates, was implicit
when the Commission issued Decision No. 59594 (March 29, 1996),
settling the Company's general rate case. Commission approval of the
subsequent changes in 2002, 2004 and 2005 to the rates used for
depreciating generation assets was not sought because Commission
Decision No. 62103 (November 30, 1999) severed the link between the cost
of providing service and the rates allowed to be charged for Generation
service, thereby requiring the Company to cease applying FAS 71 to the
Generation segment omits business. Please see the Direct Testimony ohMs.
Karen Kissinger, and the responses to previous data requests, for further
information on that subject.

1 3

1 4

1 5

1 6 1,

1 7

1 8

Thus , TEP  a ppa re ntly d id  not a pply for Commis s ion a pprova l or Commis s ion S ta ff

approva l of TEP 's  new deprecia tion ra tes  tha t TEP implemented on April 1, 2002, January

1, 2003, J uly l, 2004, a nd April 2005. TEP 's  re sponse  to da ta  reques ts  LA 21.l(D and

(g) did not ide ntify or provide  a ny informa tion tha t TEP  ha d provide d to S ta ff re la te d to

TEP 's  reques t for approva l, or othe r correspondence  tha t TEP mainta ined re la ted to such

approva l.19

20

21

22

Q- Were any of those depreciation rate changes authorized by Staff?

23

24

25

26

27

A. Based S ta ffs  review of ava ilable  records , I am advised tha t S ta ff does  not be lieve  tha t any

of the  four rounds  of de pre cia tion ra te  cha nge s  de s cribe d in TEP 's  re s pons e  to da ta

re que s t S TF 14.l5(d) we re  a pprove d by S ta ff This  unde rs ta nding a ppe a rs  to a lso be

cons is te nt with TEP 's  re sponse  to da ta  re que s t LA 2l.1(f) a nd (g), quote d a bove , which

indica te s  tha t Commiss ion approva l of the  subsequent changes  in deprecia tion ra te s  tha t

TEP implemented in 2002, 2004 and 2005 was not sought.
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1 Q-

2

3

4

Based on your review of the evidence provided to date, how should the depreciation

rate changes that TEP implemented on April 1, 2002, January 1, 2003, July 1, 2004,

and April 1, 2005, that were not authorized by either the Commission or by Staff, be

treated for ratemaking purposes?

5

6

As note d a bove , the  se ttle me nt provide d in De cis ion No. 59594, which a pprove d TEP 's

la s t Commis s ion  a u thorize d  de pre cia tion  ra te s , s ta te d  s pe cifica lly tha t:

de pre cia tion ra te s  ma y be  cha nge d from time  to  time  in  a ccorda nce  with  re s ults  of

deprecia tion s tudie s  pe rformed by TEP with such changes  to the rea fte r become e ffective

upon S ta ffs  a pprova l. The  Commis s ion s ha ll not be  bound to a dopt for ra te ma king

purposes  any changes  in deprecia tion ra te s  made  pursuant to this  provis ion." (Emphasis

supplied.) The  four rounds  of deprecia tion ra te  changes  tha t TEP  implemented were  not

a uthorize d by the  Commis s ion a nd we re  not a uthorize d by S ta ff. Cons e que ntly, the s e

were unauthorized deprecia tion ra te  changes . As  a  conse que nce , the  de pre cia tion for

ra te ma king purpos e s  s hould be  re ca lcula te d us ing the  Commis s ion's  la s t a uthorize d

de pre cia tion ra te s  through De ce mbe r 31, 2006, the  e nd of the  te s t ye a r. The  la s t

Commiss ion authorized deprecia tion ra te s  for TEP  were  those  approved in Decis ion No

"TEP 's

59594

1 9 Q Has Staff requested that TEP provide a recalculation of Depreciation on TEP's

generation assets from January 1, 2002 through December 31, 2006, using the

Commission-authorized depreciation rates?

22

A.

A Yes . S ta ff ha s  reques ted, in da ta  reques t LA 21.9, tha t TEP  reca lcula te  its  Accumula ted

Deprecia tion ba lance  using Commission approved deprecia tion ra tes  from January l, 2002

through December 31, 2006
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1 Q_ Has such information been provided?

2

3

4

5

Not ye t. TEP  ha s  thus  fa r re fus e d to provide  tha t re que s te d informa tion, cla iming tha t

ma king  s uch  ca lcu la tions  "is  undu ly burde ns ome  a nd  wou ld  re qu ire  the  fu ll-time

de dica tion of one  e mploye e  to this  proje ct for a pproxima te ly thre e  we e ks ." TEP 's  initia l

response  to data  request LA 21.9 sta tes further that:

6

7
8
9

10
11
12
13
14
15
16

In essence, Staff is asking that TEP recompute its monthly depreciation
accnials for the period of 2002 through 2006; this is 60 months. TEP
computes depreciation based on the average of the beginning and ending
plant balances in each category each month, thus TEP utilizes 120 monthly
amounts and 134 Generation depreciation cost categories. This
recomputation is tantamount to approximately 16,000 separate
calculations. Computing depreciation provisions is a highly complicated
and time-consuming process and, given this volume of computations, TEP
makes these computations in its Fixed Asset System instead of manually.
To attempt to replicate these calculations manually is highly impractical.

17

18 Q- Why is  s uch  informa tion  important?

19

20

21

22

23

24

Such informa tion is  importa nt not only for the  e s ta blishme nt of the  prope r a mount of ne t

plant in TEP 's  ra te  base , but a lso for the  e s tablishment of new deprecia tion ra te s  for TEP

to be  applied prospective ly. As  I discuss  in additiona l de ta il in a  subsequent section of my

testimony which addresses  deprecia tion ra tes , the  ba lance  of Accumula ted Deprecia tion is

a  fundamenta l component of the  numera tor used to deve lop deprecia tion ra te s  us ing the

re ma ining life  me thod. If the  ba la nce  of Accumula te d De pre cia tion is  mis -s ta te d due  to

25

26

the  impact of the  unauthorized deprecia tion ra te  changes tha t TEP implemented during the

pe riod 2002 through 2006, the  re sultant rema ining life  deprecia tion ra te s  will a lso be  mis-

The  e vide nce  thus  fa r27 stated.

28

s trongly s ugge s ts  tha t the  ba la nce  of Accumula te d

Deprecia tion a t December 31, 2006, the  end of the  test year, for TEP's  genera tion asse ts  is

29

30

seriously understa ted as  the  result of the  unauthorized deprecia tion ra te  changes tha t TEP

implemented during the  period 2002 through 2006.

A.

A.
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1 Q-

2

Has Staff completed its investigation of whether those depreciation rate changes

implemented by TEP were authorized by the Commission?

3

4

5

6

7

No. S ta ff has  not ye t comple ted its  inves tiga tion of whe the r the  deprecia tion ra te  changes

tha t TEP  imple me nte d we re  a uthorize d by the  Commis s ion. Howe ve r, a s  note d a bove ,

S ta ffs  e fforts  to  obta in  a n  a ccura te  e s tima te  of the  impa ct on  De ce mbe r 31 , 2006

Accumula te d De pre cia tion a nd on the  de pre cia tion ra te s  propos e d by TEP  ha ve  be e n

de layed by TEP 's  re fusa l to provide  information be lieved to be  important.

8

9 Q-

10

11

What adjustment is necessary at this time to Accumulated Depreciation for the

depreciation rate changes that TEP implemented during 2002 through 2006 which

were authorized by the Commission?

12

13

14

15

16

17

18

Because  those  deprecia tion ra te  changes that TEP implemented were  not authorized by the

Commiss ion, a  ca lcula tion needs  to be  made  to adjus t the  December 31, 2006 ba lance  of

Accumula te d De pre cia tion to re fle ct the  a ccumula tion of de pre cia tion e a ch ye a r a t the

de pre cia tion ra te s  tha t we re  a uthorize d by the  Commis s ion. At th is  time , the  be s t

informa tion a va ila ble to the  S ta ff appea rs  to be  the  e s tima te  of $46.957 million tha t TEP

provide d in re s pons e  to da ta  re que s t S TF 14.l5(d). ACC juris dictiona l ra te  ba s e  is

de cre a s e d  by $44391 million  for the  impa ct on  Accumula te d  De pre cia tion , a nd  is

incre a se d by $13.70l million for re la te d ADIT.19

2 0

2 1 Q,

22

23

Will an adjustment to TEP's proposed depreciation rates also be necessary to

account for the correction to Accumulated Depreciation for depreciation rate

changes that TEP implemented during 2002 through 2006 which were go authorized

by the Commission?24

25

26

Ye s . Additiona lly, a s  note d a bove , be ca use  TEP 's  ne w de pre cia tion ra te s  in the  curre nt

ra te  ca s e  a re  be ing de te rmine d on the  ba s is  of the  re ma ining life  me thod, the  ne w

ll l II ll

A.

A.

A.



1

Dire ct Te s timony of Ra lph C. S mith
Docke t No. E-01933A-07-0402 e t a l
Page 42

1

2

3

de pre cia tion ra te s  for TEP  would ne e d to be  re vis e d to re fle ct the  diffe re nt ba la nce s  of

Accumula te d De pre cia tion for e a ch compone nt of de pre cia ble  pla nt tha t would ha ve

resulted had TEP only applied Commission-authorized deprecia tion ra tes .

4

5

6

B-7

Q-

Miscellaneous Accumulated Deferred Income Tax, Account 190

Please explain the adjustment to Miscellaneous Accumulated Deferred Income Taxes

("ADIT") that were recorded by TEP in Account 190.7

8

9

10

This  a djus tme nt is  s hown on S che dule  B-7. It de cre a se s  tota l compa ny ra te  ba se  by

5534.536 million a nd juris dictiona l ra te  ba s e  by $25,448 million for the  impa ct of the

following:

11

1 2

1 3

1) re mova l o f the  ADIT re la te d  to  the  S upple me nta l Exe cutive  Re tire me nt P la n

("S ERP ")6,

14

15

16

2) removal of the  ADIT re la ting to s tock-based compensa tions , and

17

18

19

20

3) remova l of the  ADIT ba lance  re la ted to FAS 106 and FAS 112.

21

22

This  a djus tme nt to ADIT is  ne ce ssa ry to prope rly coordina te  the  impa ct of S ta ffs  re la te d

a djus tme nts  to ope ra ting e xpe ns e s  with the  ADIT a mount include d in ra te  ba s e . An

a dditiona l re a s on is  to  coordina te  the  de bit-ba la nce  ADIT in  Account 190 with  the

re fle ction in ra te  ba se  of the  re la ted liability and de fe rred credit amounts  tha t have  given

ris e  to such ADIT. .23

24

A.

6 See Staff Adjustment C-8 that has removed the expense related to SERP.
7 See Staff Adjustment C-7 that removes the expense for stock-based compensation.
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1 Q-

2

Please explain how Staff's adjustments for these ADIT items have been coordinated

with the reflection of the related liability and Other Deferred Credits amounts in the

determination of rate base.3

4

5

6

S ta ff ha s  re move d the  ADIT re la te d to S ERP . Cons is te ntly, the  lia bility/de fe rre d cre dit

re la te d to S ERP  ha s  not be e n re fle cte d a s  a n offs e t to ra te  ba se . S imila rly, S ta ff ha s

re move d  the ADIT re la tin g  to s tock-ba se d compe nsa tion. Cons is te ntly, the

liability/de fe rred credit re la ted to s tock-based compensa tion has  not been re flected a s  an

offset to rate  base.

7

8

9

10 Q- P le a s e  d is c u s s  th e  ADIT re la te d  to  FAS  106 a n d  FAS  112.

11

12

13

14

15

16

17

18

Ne ithe r S ta ff nor TEP  ha ve  re fle cte d a  ra te  ba s e  offs e t for the  lia bility for S ta te me nt of

F in a n c ia l Acco u n tin g  S ta n d a rd s  No s .  1 0 6  a n d  1 1 2  ("FAS  1 0 6 " a n d  "FAS  1 1 2 ,"

re spective ly). Howe ve r, TEP 's  origina l filing include d $20,497,276 of de bit-ba la nce

ADIT in ra te  base  for FAS 106 and FAS 112. S ta ff has  removed this  amount because  the

corre s ponding lia bility or de fe rre d cre dit ba la nce  ha s  not be e n utilize d a s  a  ra te  ba s e

offse t. Also, TEP  has  his torica lly followed a  ca sh ba s is  for othe r pos t re tirement bene fits

a nd worke rs ' compe ns a tion e xpe ns e  for ra te ma king purpos e s , ra the r tha n the  a ccrua l

me thod provide d for in FAS  106 a nd FAS  112, re s pe ctive ly. TEP 's  re s pons e  to da ta

request LA-23.5 agrees  tha t this  ADIT should not be  included in ra te  base .19

2 0

2 1 Q- After making Staff's adjustment, what amount of debit-balance ADIT in Account

190 remains as an addition to rate base?22

23

24

As shown on S che dule  B-5, TEP 's  propose d a mount for de bit-ba la nce  ADIT in Account

190 of 9640.184 million is  reduced by $34.536 million, such tha t $5.6 million remains as  an

addition to ra te  base , prior to jurisdictiona l a lloca tion.25

26

A.

A.

A.

III
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1 Q- Should a debit-balance ADIT item in Account 190 for "Moratorium Reduction/Lease

2 SL vs. Cash" be treated as an addition to rate base?

3 No . TE P 's  ra te  b a s e include d an $ 8 .4 9 9  m illio n  ite m  e n tit le d "Mora torium

4 Re duction/Le a s e  S L vs . Ca s h." Compa ny workpa pe r TEP (0402)003252 provide d the

5

6
7
8
9

10
11
12
13
14
15
16
17

following explanation:

"TEP is involved in four major leases, Springerville Unit 1, Springerville
Common, Springerville Coal Handling, and Irvington Unit 4. For Books,
these are treated as capital leases, but both rates and tax treat the leases as
operating leases. Ra temaking uses a straight line basis to determine lease
expense while tax uses actual each payments. Dur ing the f inancial
restructuring of the Company in the early 1990s, no lease payments were
made during the moratorium period (February 1990 through December
1992). The amounts were restructured into the new lease agreements to be
amortized over the life of the respective leases beginning in 1992. Tax
deducted lease expense during the moratorium period. As a result, Tax
reduces cash lease expense by moratorium amortization for the period.
Lease expense related to Springerville Unit I is excluded for ratemaking. "

18

19
20
21
22
23

"TEP purchased a portion of the SGS Common Lease Debt Equity in 200]
(Hubbelb. The asset is not included in rate base and lease expense for
both rates and tax is calculated as if the Hubbell transaction had not
occurred. A similar transaction occurred in 2006for the SGS Unit I lease
(Comcast, but as described above, SGS Unit 1 lease expense is excluded. "

24

25

26

27

TEP 's  workpa pe r furthe r s ta te s  tha t: "ADIT is  ca lcula te d  a s  the  d iffe re nce  be twe e n the

ba la nce  of the  le a s e  obliga tion  unde r the  s tra ight-line  a nd ca s h  me thods  (a djus te d  for

mora torium re duc tions ), time s  the  ta x ra te . ADIT re la te d  to  the  Unit l le a s e  is  e xc lude d

from ra te  ba s e ."28

29

30 TEP 's  re sponse  to S ta ff da ta  re que s t LA 23.7 s ta te s : "The  ADIT of $8,498,511 wa s

included as  an increase  to ra te  base  in e rror. The  removal of this  amount is  re flected in the3 1

32 supplemental responses to STF 1.85 and STF 1.86."

33

A.
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1 B-8 Other Deferred Credits

What amount of Other Deferred Credits did TEP reflect as a rate base deduction?2 Q~

3

4

TEP  re fle cte d $6.823 million. This  include s  $4.496 million for a n As s e t Re tire me nt

Obliga tion a nd $2.327 million for Microwa ve  Equipme nt

5

6

7

8

Q- Does the $6.823 million reflected by TEP as a rate base offset include all of the

amounts of Other Deferred Credits that should be deducted from rate base?

9

No. The re  a re  thre e  othe r compone nts  of Othe r De fe rre d Cre dits  which s hould a ls o be

de ducte d from ra te  ba s e . Accordingly, S ta ff Adjus tme nt B-8 re fle cts  the  ra te  ba s e

deduction for those  three  items.1 0

1 1

1 2

1 3

Q- Pleas e  expla in  S ta ff's  adjus tment for Othe r Defe rred  Credits .

1 4

1 5

1 6

1 7

1 8

As shown on Schedule  B-8, this  adjus tment reduces  ra te  base  by $3.563 million for Other

De fe rre d  Cre d its  fo r re c la ma tio n  co s ts ,  h e a d q u a rte rs  b u ild in g  le a s e  co s ts ,  a n d

e nvironme nta l cos ts . The  re la te d de bit-ba la nce  ADIT ite ms  ha ve  be e n include d in ra te

base  in Account 190, and have  increased TEP 's  ra te  base . This  adjus tment is  needed to

adjust ra te  base  for the  re la ted non-investor supplied capita l tha t has  been recorded in the

re la ted liability/de fe rred credit accounts .

1 9

2 0

2 1

Q- What are the deferred reclamation costs, and why is there an ADIT balance related

to that liability?

22

23

24

25

As ide ntifie d on Compa ny workpa pe r TEP (0402)003253, TEP  ha s  incurre d re cla ma tion

cos t for San Juan/Four Corne rs . For book purposes , TEP  accrues  pos t te rm reclama tion

costs  over the  remaining life  of the  coal supply agreements for San Juan and Four Comers.

For ta x purpose s , TEP  de ducts  a ctua l ca sh pa yme nts , i.e ., the se  e xpe nse s  a re  not ta x-

8 See, e.g., TEP's responses to Staff data requests 1.122 and 14.30.

A.

A.

A.

A.

I III-



ADIT Ra te  Ba s e  Addition

Per TEP P a  S ta ir

W/P 002789 Sch B-7

Note  a Note  a

s 921,684 $ 921,684

s  1 ,014 ,103 $ 1,014,103

s 119,536 $ 119,536

$ 277,465 $ 277,465
$ 2,332,788 s 2,332,788

$

Comb. Tax Rate

ADIT/

Oth Def Credit

39.60%

39.60%
39.60%

39.60%

Oth. Do. Credits  Ra te  Bas e  Offs e t

Per TOP P a  S ta ff

IDe s c r '  s o n SchB-l Sch B-8

Asset Retirement Obligation s (4,495,82l) $ (4,495,821)

IMicrowave: uipm e nt s (2,327,484) $ (2,327,484)

Defined Reclamation Costs $ (2,560,865)
Deferred UET Lease Cos ts $ (301,858)

Deferred }environ Cos t-San Juan $ (700,669)

Tota l $ (6,823,305) $ 10,386,697
Difference - Stab Aclfus tlment s (3,563,392)
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1 de ductible  until the y a re  pa id. TEP 's  workpa pe r indica te s  tha t "ADIT is  ca lcula te d a s  the

ba la nce  of the  de fe rre d re cla ma tion lia bility time s  the  ta x ra te ."2

3

4 Q, What are the UET lease costs, and why is there a related ADIT balance?

5

6

As identified on Company workpape r TEP(0402)003257, TEP has  an ope ra ting lea se  for

the  UniS ource  Ene rgy Towe r in Tucs on, a nd e xpe ns e  is  re cognize d on a  s tra ight-line

bas is . For tax purpose s , TEP  deducts  a ctua l ca sh payments . TEP 's  workpape r indica te s

tha t "ADIT is  ca lcula ted as  the  ba lance  of the  de fe rred lease  liability times  the  tax ra te ."

7

8

9

10

11

Q. What are the deferred environmental costs and why is there an ADIT  balance

related to that liability?

12

13

14

15

16

As identified on Company workpape r TEP(0402)003249, TEP has  incurred expenses  for

e nvironme nta l lia bilitie s  for the  S a n J ua n P la nt, a nd ha s  provide d for a  Gra nd Ca nyon

Trus t Rese rve  liability. For book purposes , TEP records  expense  and records  the  liability.

For tax purposes , these  expenses  a re  not deductible  until they a re  pa id. TEP 's  workpaper

indica te s  tha t "ADIT is  ca lcula ted a s  the  ba lance  of the  liability times  the  tax ra te ."

17

18

19

20

21

Q- Please show exactly how the Other Deferred Credits that are reducing rate base

relate to the specific components of debit-balance ADIT in Account 190 that have

increased rate base.

22

23

The  following ta ble  summa rize s  how the  Othe r De fe rre d Cre dits  in S ta ff Adjus tme nt B-8

tha t reduce  ra te  base  re la te  to the  specific components  of debit-ba lance  ADIT in Account

190 that have increased rate base:

24
Othe r De fe rre d Cre dits  a nd Re la te d ADIT

25

26

A.

A.

A.
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1

2

3

As summarized in the  above table , Staff s  adjustment increases the  ra te  base  deduction for

Othe r Defe rred Credits  by $3.563 million, to a  tota l amount of 9510.387 million. The  ACC

jurisdictiona l adjus tment for Other Deferred Credits  decreases  ra te  base  by $2.626 million.

4

5

6

B-9

Q-

Customer Care & Billing System

Please explain the adjustment to the Customer Care & Billing System.

7

8

As shown on Schedule  B-9, this  adjus tment removes  a  portion of TEP 's  Customer Care  &

Billing S ys te m ("CC&B" or "CCBS ") cos t to a lloca te  such cos t to the  othe r a ffilia te s  tha t

9

10

us e  it. The  CCBS  is  curre ntly us e d by not only TEP , but a ls o by othe r TEP  a ffilia te s . The

a lloca tion  of CCBS  cos t is  on  the  ba s is  o f cus tome r counts . TEP 's  portion  of the  to ta l

a n a llo c a t io n  o f11

12

13

c us tom e r c oun t is  a p p ro x im a te ly 6 3 pe rce nt. Cons e que ntly,

a pproxima te ly 37 pe rce nt to  the  o the r a ffilia te s  who us e  the  CCBS  is  a ppropria te . This

a d ju s tm e n t  re d u c e s  In ta n g ib le  P la n t  in  S e rv ic e  b y $ 6 . 2 2 1 m illio n ,  a n d  re la te d

14

15

16

Accumula te d De pre cia tion a s  of De ce mbe r 31, 2006, by $485,157. The  re duction to tota l

ra te  ba s e  is  $5.736 million. Inta ngible  P la nt a nd Accumula te d De pre c ia tion, on a n ACC

juris dic tiona l ba s is , a re  re duce d by $4.736 million a nd $369,309, re s pe c tive ly, for a  ne t

ra te  ba s e  re duction of $4.366 million.17

18

19

20

Q. What func tions  a re  pe rformed by TEP 's  CCBS?

2 1

A lis t of prima ry bus ine s s  functions  tha t the  CCBS  s upports  for a ll thre e  compa nie s  tha t

curre ntly us e  it we re  lis te d in TEP 's  re s pons e to S ta ff da ta  re que s t LA ll.4 (d).

22

23 Q- When did TEP begin using the CCBS?

24 The  CCBS  wa s  imple me nte d  by TEP  in  April 2006 , a ccord ing  to  the  re s pons e  to  S ta ff

da ta  re que s t LA 11.4(b).25

26

A.

A.

A.

l W u II
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1 Q- What TEP a ffilia te s  us e  the  CCBS, and when did  they s ta rt us ing it?

2

3

4

The  re s pons e  to  S ta ff da ta  re que s t LA 1l.4(d) indica te s  tha t TEP 's  a ffilia te s , UNS

Ele ctric, Inc. ("UNS E") a nd UNS  Ga s , Inc. ("UNS G"), e a ch us e  the  CCBS . UNS E a nd

UNS G s ta rte d us ing the  CCBS  in April 2007, a nd a re  e xpe cte d to continue  to us e  the

system in the  future .5

6

7 Q- How are the costs of the CCBS being allocated among TEP and its affiliates?

8

9

According to  the  re s pons e  to  S ta ff da ta  re que s t LA ll.4(b): "The  CC&B cos ts  a re

a llocated among TEP and affilia tes  based on the  customer count in each company."

10

11 Q- Is this Staff rate base adjustment related to an income statement adjustment?

12

13

Yes. S ta ff Adjustment C-16 re flects  a  re la ted adjustment to opera ting expenses  to remove

a  portion of the  CCBS expenses  to re flect an a lloca tion to the  othe r a ffilia te s  tha t use  the

CCBS .14

15

16

17

Iv.

Q~

ADJ US TME NTS  TO  O P E RATING  INCO ME

Pleas e  des cribe  how you have  s ummarized Staffs  propos ed adjus tments  to opera ting

income.18

19

20

21

22

23

24

Schedule  C summarizes  S ta ffs  recommended ne t ope ra ting income . Schedule  C.l (ACC)

pre s e nts  S ta ffs  re comme nde d a djus tme nts  to te s t ye a r re ve nue s  a nd e xpe ns e s  on a n

Arizona  jurisdictiona l ba s is .9 The  impa ct on s ta te  a nd fe de ra l income  ta xe s  a s socia te d

with e a ch of the  re comme nde d a djus tme nts  to ope ra ting income  a re  a ls o re fle cte d on

S che dule  C.l. TEP 's  propos e d a djus te d te s t ye a r ne t ope ra ting income  is  ne ga tive

$13173 million, whe rea s  S ta ffs  recommended adjus ted ne t ope ra ting income  is  362.332

A.

A.

A.

A.

9 Attachment RCS-2 also includes a Schedule C.l (TC) that presents Staffs adjustments on a total company basis.
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1

2

million. The  re comme nde d a djus tme nts  to ope ra ting income  a re  discusse d be low in the

same order as they appear on Schedule C.1.

3

4 C-1

5 Q.

Springerville  Unit 1

P leas e  expla in  S ta ff Adjus tment C-1.

6

7

8

9

TEP has  proposed to adjus t Springe rville  Unit 1 non-fue l O&M expense  to a  marke t ra te .

S ta ff re comme nds  tha t TEP 's  propose d a djus tme nt be  re je cte d. S ta ff re comme nds  tha t

S pringe rville  Unit 1 be  tre a te d for ra te ma king purpos e s  s imila r to how this  ha s  be e n

trea ted in prior TEP ra te  cases , us ing a  $15 per kilowatt-month fixed cost recovery ra te .

1 0

1 1 Q- Pleas e  brie fly expla in  the  h is torica l ra temaking trea tment of Springe rville  Unit 1.

1 2

1 3

1 4

1 5

De cis ion No. 56659 (Octobe r 24, 1989) re quire d TEP  to a djus t the  re ve nue  re quire me nt

e ffe ct of S pringe wille  Unit 1 to re fle ct a  $15 pe r kilowa tt-month fixe d cos t re cove ry ra te

tha t re flected the  cos t of long-te rm gene ra tion capacity rea sonably ava ilable  a t tha t time .

TEP used a  $15 fixed ra te  per kW per month for Springerville  Unit 1 in its  subsequent ra te

cases before  the  Commission.1 6

1 7

1 8

1 9

20

2 1

22

23

As TEP  witne ss  Kiss inge r e xpla ins  on pa ge  13 of he r dire ct te s timony, "the  Commiss ion

ha s  chos e n in  the  pa s t to  provide  re cove ry of the  S pringe rville  Unit 1  cos ts  (le a s e

pa yme nts , a mortiza tion of le a s e hold improve me nts , ope ra ting cos ts , a nd a n a lloca ble

portion of the  S pringe rville  coa l ha ndling cos ts ) through a  le ve lize d pa yme nt s tre a m

simila r to a  purchased power a rrangement." Accordingly, an adjustment has  been made  in

prior ca s e s  to re move  S pringe rville  Unit 1 le a s e hold improve me nts  le s s  a ccumula te d

amortiza tion from ra te  base .24

25

A.

A.

l llwlI I llllHII_ll
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1 Q- Ho w d o e s  TEP ' s  p ro p o s a l in  th e  c u r re n t  ra te  c a s e  d iffe r  fro m  th a t  h is to r ic a l

2 treatment?

3

4

5

6

7

8

9

10

1 1

TEP  witne s s  Hutche ns  s ta te s  a t pa ge  17 of his  te s timony tha t: "mos t of the  fa ctors

unde rlying De cis ion No. 56659 no longe r e xis t. For ins ta nce , the  e ntity tha t owne d

S pringe rville  Unit No. 1 no longe r e xis ts . Als o, the  re la te d powe r s upply a gre e me nt no

longe r exis ts . Pe rhaps  mos t importantly, the  marke t for whole sa le  e lectric power and the

indus try s tructure  ha s  drama tica lly changed s ince  the  Commiss ion is sued tha t decis ion."

Ba s e d on this  a na lys is , for the  curre nt ra te  ca s e , TEP  propos e s  to us e  a  much highe r

month ly fixe d  cos t ra te  of $25 .67  pe r kw. At pa ge  17  of h is  Dire ct Te s timony, Mr.

Hutche ns  s ta te s  tha t this  ra te  "more  a ppropria te ly re cognize s  curre nt re a litie s  in the

wholesa le  marke t for long-te rm power capacity supplie s ."

1 2

1 3 Q. Is TEP actually paying the monthly fixed cost rate of $25.67 per kw?

1 4 No .

1 5

1 6 Q- How does  TEP account for Springe rville  Unit 1?

1 7

1 8

1 9

As de scribe d on pa ge  13 of TEP  witne ss  Ka re n Kiss inge r's  Dire ct Te s timony, for GAAP

financia l reporting purposes , TEP accounts  for the  Springe rville  Unit 1 a s  a  capita l lea se .

TEP records  a  capita l lea se  a sse t and liability on its  ba lance  shee t. The  a sse t is  reduced

20 ove r time  by de pre cia tion (s imila r to a  pla nt a s se t tha t is  owne d by TEP ). The  lia bility is

TEP  a ls o ha s  ma de  le a s e hold2 1

22

re d u ce d  a s  p rin c ip a l o n  th e  d e b t a s  it is  re p a id .

improve me nts , which it ha s  re corde d a s  utility p la nt. TEP  a mortize s  the  le a s e hold

23

24

improve me nts  ove r the  re ma ining te rn of the  le a se . As  TEP  ope ra te s  S pringe rville  Unit

1, the  Company a lso incurs opera ting expenses re la ted to this  genera ting unit.

25

A.

A.

A.
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1 Q-

2

Could Springerville Unit 1 be treated as a capital lease that is included in rate base

and depreciated for ratemaking purposes?

3

4

5

6

7

8

9

It could. Such trea tment would be  cons is tent with TEP 's  accounting, and provides  for the

recove ry of the  cos t re la ted to the  inves tment in and ope ra tion of this  plant. In addition to

providing for the  recovery of the  re la ted opera ting expenses , it provides  for a  re turn of and

on the  ca pita lize d le a s e  inve s tme nt. Additiona lly, while  the  p la nt is  curre ntly be ing

ope ra ted by TEP unde r the  te rms  of a  lea se  agreement, provis ions  in such lea se  provide

tha t TEP may acquire  the  plant a t the  end of the  lease , and TEP has  indica ted its  intention

to acquire  the  plant.

1 0

1 1 Q-

1 2

Do the Springerville Unit 1 lease, common facilities lease and coal handling facilities

lease contain a provision whereby TEP can acquire the plant at the end of the lease?

1 3 Ye s . As  de s cribe d in TEP 's  2006 S e curitie s  a nd Excha nge  Commis s ion Form 10-K, a t

1 4 page  K-4:

1 5

1 6

1 7

1 8

Springerville Unit I is leased by TEP. The Springerville Generating Station
also includes the Springervil le Coal Handling Facil it ies and the
Springerville Common Facilities.

1 9

2 0

2 1

2 2

2 3

2 4

2 5

2 6

2 7

2 8

The terms of the Springerville Unit 1 Leases, which include a 50% interest
in the Springerville Common Facilities, expire in 2015, but have optional
fair market value renewal and purchase provisions. In 1985, TEP sold and
leased back its remaining 50% interest in the Springerville Common
Facilities. The terms of the Springerville Common Facilities Leases expire
in 20]7 and 2021, but have afixedprice purchase provision. In 1984, TEP
sold and leased back the Springerville Coal Handling Facilities. The terms
of the Springerville Coal Handling Facilities Leases expire in 2015, but
have a fixed price purchase provision.

2 9

3 0

3 1

3 2

A.

A.

Since entering into the Springerville leases, TEP has purenased a 14%
equity ownersnzp in the Springerville Unit I Leases and a 13% equity
ownersnzp in the Springerville Coal Handling Facilities Leases.
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1 S imila r dis clos ure s  a re  ma de  a t pa ge s  K-19 a nd K-52 of TEP 's  2006 Form 10-K. For

2 example, page K-52 states:

3

4
5
6
7
8
9

10
11

Except for TEP 's 14% equity ownership in the Springerville Unit I Leases
and its 13% equity ownership in the Springerville Coal Handling Facilities,
TEP wil l not own these assets at the expiration of the leases. TEP may
renew the leases or purchase the leased assets at such time. The renewal
and purchase options for Springerville Unit I and Sundt Unit 4 are
generally for fair market value as determined at that time, while the
purchase price option is fixed for the Springerville Coal Handling
Facilities and Common Facilities.

12

13 Q-

14

15

16

If the Commission determines that the ratemaking treatment for Springerville Unit 1

should be based on a continuation of the levelized payment stream, rather than as a

capital lease that is included in rate base and depreciated, does Staff agree with

TEP's proposed increase of the fixed monthly rate from $15 to $25.67 per kw?

17 No. S ta ff disagrees  with TEP 's  proposed increase  of the  fixed monthly ra te  to $25.67. As

18

19

20

21

22

23

24

25

26

note d a bove , the  S pringe rville  Unit 1 a nd Coa l Ha ndling Fa cilitie s  le a se s  do not e xpire

until 2015, a nd the  S pringe rville  Common Fa cilitie s  le a se  until 2020. While  a  s ignifica nt

cost adjustment may be  warranted when these  Springerville  leases  expire , if such facilitie s

a re  purchased by TEP, the re  is  no compe lling need a t this  time  to revise  the  $15 pe r kW

fixe d monthly ra te . Cons e que ntly, if the  Commis s ion de te rmine s  tha t the  ra te ma king

tre a tme nt for S pringe rville  Unit l s hould be  ba s e d on a  continua tion of the  le ve lize d

payment stream, ra ther than as a  capita l lease  that is  included in ra te  base  and deprecia ted,

the  fixe d monthly ra te  should re ma in a t $l5pe r kw, a s  e s ta blishe d in De cis ion No. 56659

and used in prior TEP rate  cases.

27

A.

I I l l _
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1

2

Luna Plant Facility

Please explain Staff Adjustment C-2.

3

4

5

6

7

8

This  adjus tment reverses  TEP 's  proposed adjus tment for the  Luna  P lant Facility. TEP has

propose d to a djus t Luna  P la nt O&M e xpe nse  to a  "ma rke t ra te " a nd to a djus t purcha se d

power demand cos t to a  marke t ra te . S ta ff recommends  tha t TEP 's  proposed adjus tment

be  re je cte d. This  will e s s e ntia lly include  the  Luna  P la nt O&M e xpe ns e  in ra te s  a t cos t.

This  a djus tme nt is  re la te d to S ta ff Adjus tme nt B-2, which e ffe ctive ly include s  the  Luna

Plant in ra te  base  a t TEP's recorded cost as of December 31, 2006, the  end of the  test year.

9

10 Q.

11

Since the Luna plant was in service for only part of the 2006 test year, did you reflect

annualized amounts for O&M expenses?

12

13

14

Yes. TEP's response to Staff data request LA 11.37 provided annualized amounts for

O&M expense, which I have reflected in Staff Adjustment C-2. Additionally, in Staff

Adjustment C-3, I have reflected annualized depreciation expense on the Luna plant in

service amount that has been included in rate base.15

16

17

18

19

2 0

Luna Facility Depreciation and Property Tax Expense

Please explain Staff Adjustment C-3.

21

22

23

A.

A.

A. This  adjus tment provides  for Deprecia tion and Property Tax Expense  on the  Luna  Facility

amount of P lant in Se rvice  tha t ha s  been included in ra te  ba se . Deprecia tion Expense  is

increased by $1.219 million in tota l, and by $1 .148 million on an ACC jurisdictiona l bas is .

P rope rty ta x e xpe ns e  is  incre a s e d  by $374,577  in  to ta l a nd  $354,104  on  a n  ACC

jurisdictiona l ba s is . .
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1

2

San Juan Coal Contract

Please explain Staff Adjustment C-4.

3

4

This  adjustment removes the  $9.884 million from fue l expense  re la ted to the  San Juan coa l

contra ct. The  re a s oning for this  re mova l is  a ddre s s e d in the  te s timony of S ta ff witne s s

Emily Me dine .5

6

7

8

Bad Debt Expense

Please explain Staff Adjustment C-5.

9

1 0

1 1

1 2

1 3

1 4

This  a djus tme nt re duce s  ba d de bt e xpe ns e  by a pproxima te ly $513,000 to re fle ct the

corre ction of a n e rror in TEP 's  propose d a mount. It a lso re duce s  uncolle ctible s  e xpe nse

by $224,156 re la ting to Fixed CTC Revenue  tha t TEP rece ived during the  2006 te s t yea r.

TEP  ha s  proje cte d tha t its  Fixe d CTC will be  fully colle cte d in 2008. The  Fixe d CTC will

not be  an ongoing source  of revenue  to TEP, and TEP has  removed tha t revenue  in a  pro

forma  a djus tme nt to the  te s t ye a r. The  te s t ye a r uncolle ctible s  re la te d to Fixe d CTC

Revenue should a lso be removed.1 5

1 6

1 7

1 8

1 9

2 0

Q- If the removal of Fixed CTC Revenue contributes to the need for TEP to have a base

rate revenue increase in this proceeding, how would uncollectibles be provided for

relating to the base rate revenue increase?

2 1

22

Uncollectibles on any base rate revenue increase needed by TEP in this proceeding are

provided for in the Gross Revenue Conversion Factor. The GRCF uses the same

uncollectible factor as I have used in Staff Adjustment C-5 .

A.

A.

A.

in HIIIII
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Edison Electric Institute Dues

Please explain Staff's proposed adjustment for Edison Electric Institute dues.

This  adjustment is  shown on Schedule  C-6 and reduces tes t year expense  by $188,475 on

a  tota l compa ny ba s is  a nd $180,343 on a n ACC J uris dictiona l ba s is . It re fle cts  the

re mova l of 49.93 pe rce nt of EEl core  due s , 100 pe rce nt of the  EEl UARG due s  a nd 10

percent of the  EEl USWAG dues .

Q- How does Staffs proposed adjustment for Edison Electric Institute dues compare

with TEP's proposed treatment of such dues?

As noted above , S ta ff's  adjustment re flects  the  removal of 49.93 percent of EEl core  dues ,

100 pe rce nt of the  EEl UARG due s  a nd 10% of the  EEl US WAG due s . TEP 's  filing

re fle cte d the  re mova l of 20 pe rce nt of the  EEl core  due s  (a ppa re ntly only the  dire ct

lobbying portion), and none  of the  EEl UARG or USWAG dues .

Q- How did you determine the portion of EEl core dues that should not be charged to

ratepayers?

I obta ine d a  cla s s ifica tion by NARUC ca te gory for EEl Core  Due s  a ctivitie s  for the  ye a r

e nde d De ce mbe r 31, 2005. This  is  s hown on S che dule  C-6, pa ge  2. EEl Core  Due s

re la ting to the  following activitie s  should be  excluded from ra te s :

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

A.

A.

A.

o  Le gis la tive  Advoca cy

o Re gula tory Advoca cy

o  Ad ve rtis in g

o  Ma rke tin g

o P ublic  Re la tions
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1 The  sum of EEl Core  Dues  activitie s  for these  NARUC ca tegorie s  tota ls  49.93 pe rcent, a s

2 shown on Schedule  C-6, page 2.

3

4 Q- What is the purpose of the NARUC-designated categorization of EEl expenditures?

5

6

7

8

The  purpose  of the  NARUC-de s igna te d ca te goriza tion of EEl e xpe nditure s  is  to provide

re gula tory commis s ions  with informa tion tha t is  us e ful in he lping the m de cide  which, if

any, of the  cos ts  of the  a ssocia tion should be  approved for inclus ion in utility ra te s . Often,

s ta te  commissioners  review the costs of the  associa tion charged or a lloca ted to the  utilitie s

9

10 the  s ta te 's  u tilitie s  for s imila r a ctivitie s .

11

12

13

in the ir juris diction in a ccorda nce  with the  policie s  of the ir commis s ion for tre a tme nt of

cos ts  dire ctly incurre d by Certa in expense

ca tegorie s  may be  viewed by some  S ta te  commiss ions  a s  potentia l vehicle s  for cha rging

ra tepaye rs  with such cos ts  a s  lobbying, advocacy or promotiona l activitie s  which may not

The  NARUC-de s igna te d ca te gorie s  of EEl e xpe nditure s  a re  thusbe  to  the ir be ne fit.

14 intended to be  he lpful to s ta te  utility regula tory commiss ions .

15

16 Q-

17

Was this same percentage for the EEl core dues disallowance recently used in any

other electric utility rate cases?

18

19

20

21

Ye s . The  Arka ns a s  P ublic S e rvice  Commis s ion in  Docke t No. 06-101-U, a n Ene rgy

Arkansas , Inc., ra te  case , in Order No. 10 (6/15/07) adopted a  s imila r adjustment to re flect

the  disa llowa nce  of 49.93 pe rce nt of EEl core  due s . This  49.93 pe rce nt disa llowa nce  of

EEl core  dues  corresponds to the  above-identified activity ca tegories .

22

23 Q. Wha t is UARG ?

24

25

26

A.

A.

A. UARG is  the  EEl Utility Air Re gula tory Group, which EEl some time s  a lso re fe rs  to a s  the

"S e pa ra te ly Funde d Activity" ("S FA") for Environme nt. This  group, like  the  othe r EEl

se pa ra te ly funde d a ctivitie s  (or "U-groups") a dvoca te s  the  e le ctric utility indus try's  vie ws
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1

2

3

be fore  le gis la tive , re gula tory, a nd judicia l bodie s . The re fore , the se  cos ts  should not be

borne  by ra te pa ye rs . I re comme nd disa llowing $106,472 on a  tota l compa ny ba s is , a nd

$101,878 on an ACC Jurisdictiona l bas is , of EEl UARG dues  from the  cos t of se rvice .

4

5 Q- Did  TEP  provide  in forma tion  from EEl ind ic a ting  the  non-de duc tib le  pe rc e n ta ge  for

6

7

8

UARG ?

Ye s . A le tte r fro m E E l d a te d  J u ly 2 6 ,  2 0 0 6 ,  p ro vid e d  o n  Co mp a n y wo rkp a p e r

TEP(0402)002404, s ta tes  tha t 100 percent of such activities  a re  non-deductible :

9

10

11

12

13

"We have completed the calculation of EEI's actual expenditures relating
to influencing legislation for calendar year 2005. A total of ]00% of the
assessment for the SFA for Environment were devoted to non-deductible
activities. "

1 4

1 5 EEl's  le tte r re fe rs  to  UARG a s  the  S FA for Environme nt. EEl's  invoice s  re fe r to  the

S OFA-Environme nt by its  tra ditiona l de s igna tion, UARG. Associa tion a ctivitie s  such a s

lobbying a nd influe ncing le gis la tion is  cons ide re d a  "non-de ductible  a ctivity" for fe de ra l

income  ta x purpose s . Accordingly, 100 pe rce nt of the  UARG due s  re la te d to  "non-

deductible  activity" should be  disa llowed for ra temaking purposes .

1 6

1 7

1 8

1 9

2 0

2 1 Q- Did TEP  provide  in forma tion  from EEl ind ica ting  the  non-deduc tib le  pe rcen tage  for

22

23

24

25

26

27

US WAG?

Ye s . A portion  of TEP 's  EEl due s  a re  for the  Utility S olid  Wa s te  Activitie s  Group

("USWAG"). Pe r Company workpape r TEP(0402)002404, which is  a  July 26, 2006 le tte r

from EBI, te n pe rce nt of US WAG for 2006 is  for non-de ductible  le gis la tive  a dvoca cy

expenses. I ha ve  re move d te n pe rce nt of TEP 's  2006 EEl due s  e xpe ns e  re la ting to

US WAG.

28

A.

A.
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1 C-7

2 Q-

Intentive Compensation

Please explain Staff Adjustment C-7.

3

4

This  a d jus tme nt re move s  50% of a  norma lize d  le ve l o f e xpe ns e  re la te d  to  TEP 's

P e rforma nce  Enha nce me nt P rogra m a nd de fe rre d compe ns a tion pla n. In  ge ne ra l,

both s ha re holde rs  a nd5

6

7

8

9

10

11

ince n tive  compe ns a tion  progra ms  ca n  provide  be ne fits  to

ra tepayers . The  removal of 50 percent of the  incentive  compensa tion expense , in essence ,

provide s  a n e qua l sha ring of such cos t, a nd the re fore  provide s  a n a ppropria te  ba la nce

between the  benefits  a tta ined by both shareholders  and ra tepayers . Both shareholders  and

ra tepayers  s tand to benefit from the  achievement of performance  goa ls . Moreover, there  is

no a s s ura nce  tha t the  a wa rd le ve ls  include d in  the  Compa ny's  propos e d or S ta ff' s

normalized expense  (before  sharing) will be  repea ted in future  years .

12

13 In addition, this  adjus tment re flects  the  remova l of 100 pe rcent of the  expense  associa ted

with TEP 's  Long Te rm Ince ntive  P la n a nd S tock Ba s e d compe ns a tion (s e e  a dditiona l

discuss ion be low).

14

15

16

17

18

19

20

21

The  a djus tme nts  to e xpe ns e  for e a ch of TEP 's  ince ntive  compe ns a tion progra ms  a re

s umma rize d on S che dule  C-7, pa ge  1. The  a djus tme nt re duce s  O&M e xpe ns e  by

$3,910,268 on a  tota l compa ny ba s is  a nd $3,537,801 on a n ACC Jurisdictiona l ba s is . A

re la ted impact on payroll tax expense  reduces  tha t by $130,736 on a  tota l company bas is

and $117,735 on an ACC Jurisdictiona l basis .

22

23 Q- What is shown on the other pages of Schedule C-7.

24

25

26

A.

A. Schedule  C-7, page  2, de ta ils  S ta ffs  de riva tion of a  norma lized amount of PEP expense ,

ba s e d on a  thre e -ye a r a ve ra ge , a s  we ll a s  re la te d pa yroll ta x e xpe ns e . P a ge  2 a ls o

summarizes TEP's 2006 test year expense for stock based compensation.
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1

2

3

4

Schedule  C-7, page  3, summarizes  TEP 's  proposed expense  for PEP and re la ted payroll

ta xe s . TEP  propose d to include  in ope ra ting e xpe nse s  PEP  e xpe nse s  of $3.838 million,

based on a  four-year average , with no shareholder sharing, and approximate ly $288,000 of

re la ted payroll tax expense .

5

6

7

8

9

10

11 11

12

13

14

Schedule  C-7, page  4. lines  1-11, a re  s imila r to page  3. Page  4, lines  1-10, shows S ta ff's

normalized PEP expense , based on a  three -yea r ave rage , 2004-2006, a lloca ted to FERC

a ccounts  in the  s a me  proportion a s  TEP 's  propose d e xpe nse . Column B, shows  S ta ffs

recommended disa llowance , which is 50 percent fo r P E P , based on 50/50

ra te pa ye r/s ha re holde r s ha ring of the  norma lize d a ria l cos t of this  compone nt of TEP 's

ince ntive  compe nsa tion. Line shows  the  re la ted payroll tax expense . Lines  12 shows

S ta ffs recommended adjustment for defe rred compensation based on 50/50

ra te pa ye r/s ha re ho lde r s ha ring  o f the  2006 e xpe ns e . Line s 13-14  s how S ta ff' s

recommended adjus tment for Office r's  Long Tenn Incentive  P lan compensa tion, based on

a lloca ting responsibility of this  expense  to shareholders .15

16

17 Q- Please discuss UniSource Energy Corporation's Performance Enhancement

18 Program.

19

2 0

2 1

22

23

24

25

26

A. TEP  pa rticipa te s  in the  s a me  ince ntive  compe ns a tion a rra nge me nt, the  P e rforma nce

Enhancement P lan ("PEP"), a s  its  a ffilia te s , UNS Gas  and UNS Electric. As  expla ined in

the  Company's  response  to da ta  request STF 1.81, TEP's  non-union employees participa te

in UniS ource  Ene rgy Corpora tion's  P EP . UniS ource  Ene rgy S e rvice s  ("UES ") is  a

s ubs idia ry of UniS ource  Ene rgy Corpora tion a nd the  pa re nt compa ny of TEP . The

s tructure  of the  P EP  de te rmine s  e ligibility for ce rta in bonus  le ve ls  by me a s uring UES '

pe rforma nce  in thre e  a re a s : (1) fina ncia l pe rforma nce , (2) ope ra tiona l cos t conta inme nt,

and (3) core  business  and customer service  goa ls . Levels  of achievement in each area  a re
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1 "scores.99

2

3

4

5

a s s igne d pe rce nta ge -ba s e d Th o s e  s c o re s  a re  c o m b in e d  to  c a lc u la te  th e  fin a l

pa you t. The  a m oun t m a de  a va ila b le  fo r bonus e s  pu rs ua n t to  the  P EP  fo rm ula  m a y ra nge

from  50  pe rc e n t to  150  pe rc e n t o f the  ta rge te d  pa ym e n t le ve l. The  fina nc ia l pe rfo rm a nc e

a n d  o p e ra tio n a l c o s t c o n ta in m e n t c o m p o n e n ts  e a c h  m a ke  u p  3 0  p e rc e n t o f th e  b o n u s

s truc ture , while  the  core  bus ine s s  a nd cus tom e r s e rvice  goa ls  a ccount for the  re m a ining 40

6 pe rce nt.

7

8 As expla ined in the  Company's  response  to da ta  request STF 1.81(f):

9

10
11
12
13
14
15
16
17

"In 2005, PEP had a structure with Iwo primary goals. The primary
financial goal was a combined fnanciai measure for UNS Electric, UNS
Gas and TEP. the second primary goal measured TEP business unit
financial performance, customer and reliability goals, integration goals,
and safety and employee goals. Each of the two primary goals were
weighted equally and PEP only paid if the primary fnancial goal was met.
As stated in the response to STF ].8](e), the 2005 primary fnaneial goal
was not met. "

18

19 Q-

20

Even though the primary financial goal under the PEP was not met in 2005, were

incentive bonuses paid?

21 Yes, they were . As expla ined in TEP's  response  to STF 1.81(e):

22

2 3
2 4
25

"In 2005, the primary financial goal of PEP was not met; therefore, no
PEP was awarded in 2005. However, short-term incentive compensation
was paid out in the form of Special Recognition Award. "

26

27 Q- Was the same structure described above in effect during the test year?

28 No. As  expla ined in TEP 's  re sponse  to STF 1.81(f):

29

30
31
32

'Tn 2006, the PEP structure was changed to the program that exists today.

It consists of three independent primary goals, and even of the primary

goals has its own trigger, meaning that U' one of the primary goals is not

A.

A.
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1
2
3
4
5
6
7

met, there is still the opportunity to achieve the Mo remaining primary
goals. The three primary goals are comprised of a Unisource Energy
Earnings per Share goal (weighted 30%), a Cost Containment goal which
manages Operations and Maintenance spending (weighted 30%), and Core
Business and Customer Service goals (weighted 40%). The Core Business
and Customer Service goals have many sub-goals beneath them, measuring
reliability, customer service, project completion, regulatory and safety. "

8

9

10

11

12

13

14

15

16

The  e a rnings  pe r sha re  goa l be ne fits  sha re holde rs . The  cos t conta inme nt goa l would

be ne fit ra te pa ye rs , to the  e xte nt tha t cos t sa vings  a re  re cognize d in a  te s t ye a r. In othe r

years , cost savings  would primarily benefit shareholders . Ra tepayers  may a lso see  benefit

from TEP's  achievement of core  business  and customer service  goa ls , and achievement of

such goa ls  could a lso enhance  TEP 's  corpora te  image  and sha reholde r va lue . Ove ra ll, a

50/50 sha ring of the  norma lized cos t of TEP 's  PEP  program appea rs  rea sonable . This  is

s imilar to the  ra temaking trea tment recommended by Staff regarding s imilar PEP expenses

in the  recent ra te  cases  involving TEP 's  a ffilia tes , UNS Gas  and UNS Electric.

17

18 Q-

19

Please explain the adjustment to TEP's Long Term Incentive Compensation and

Stock Based Compensation programs.

20 These portions of the  adjustment on Schedule  C-7 decrease  test year expense to reflect the

we ll a s  s tock-ba s e d21

22

23

re mo va l o f TE P 's  Lo n g  Te rm In c e n tive  Co mp e n s a tio n  a s

compe nsa tion to office rs  a nd e mploye e s  a s  it re la te s  to S tock Units  a nd Ca sh Divide nd

Equiva lents  on S tock Options . The  other components  of TEP 's  s tock based compensa tion

24

25

26

27

progra m, which include s  S tock Options  a nd P e rforma nce  S ha re s , a re  include d in Long

Term Incentive  Compensa tion per TEP 's  response  to LA-20-43. The  expense  of providing

stock options and other s tock-based compensa tion to officers  and employees beyond the ir

other compensation should be borne by shareholders and not by ra tepayers.

28

A.
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1 C-8

2 Q

Supplemental Executive Retirement Program Expense

Please explain Staff Adjustment C-8

This  adjustment removes 100% of the  expense  for the  Supplementa l Executive  Retirement

P la n  ("S ERP ").

executives .

The  S ERP  provide s  s upple me nta l re tire me nt be ne fits  for s e le ct

Ge ne ra lly, S ERP s  a re  imple me nte d for e xe cutive s  to provide  re tire me nt

be ne fits  tha t e xce e d a mounts  limite d in qua lifie d pla ns  by Inte rna l Re ve nue  S e rvice

("IRS ") limita tions . Compa nie s  us ua lly ma inta in tha t providing s uch s upple me nta l

re tirement benefits  to executives  is  necessary in order to ensure  a ttraction and re tention of

qua lifie d e mploye e s . Typica lly, S ERP s  provide  for re tire me nt be ne fits  in e xce s s  of the

limits  pla ce d by IRS  re gula tions  on pe ns ion pla n ca lcula tions  for s a la rie s  in e xce s s  of

specified amounts . IRS  re s trictions  can a lso limit the  Company 401(k) contributions  such

tha t the  Compa ny 401(k) contribution a s  a  pe rce nt of sa la ry ma y be  sma lle r for a  highly

paid executive  than for other employees

1 5 Q Are you aware of any recent Commission decisions that reached similar conclusions

regarding the appropriate ratemaking treatment of incentive compensation and

SERP expense

Ye s . As  a n  illus tra tive  e xa mple , in  De cis ion  No. 68487 , Fe brua ry 23 , 2006 , in  a

Southwes t Gas  Corpora tion ra te  ca se , the  Commiss ion adopted S ta ffs  re commenda tion

for a n e qua l s ha ring of cos ts  a s s ocia te d with tha t utility's  ma na ge me nt ince ntive  pla n

compe ns a tion e xpe ns e , a nd a dopte d a  re comme nda tion by RUCO to re move  S ERP

expense . In reaching its  conclusion regarding SERP, the  Commission s ta ted on page  19 of

Order 68487 tha t

Although we rejected RUCO's arguments on this issue in the Company's
last rate proceeding, we believe that the record in this case supports a
ending that the provision of additional compensation to Southwest Gas

highest paid employees to remedy a perceived De ieiency in retirement
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1

2

3

4

5

6

7

8

9

1 0

benefits relative to the Company's other employees is not a reasonable
expense that should be recovered in rates. Without the SERP, the
Company's officers still enjoy the same retirement benefits available to any
other Southwest Gas employee and the attempt to make these executives
'whole ' in the sense of ailowing a greater percentage of retirement benefits
does not meet the test of reasonableness. If the Company wishes to provide
additional retirement benefits above the level permitted by IRS regulations
applicable to all other employees it may do so at the expense of its
shareholders. However, it is not reasonable to place this additional burden
on ratepayers. "

1 1

1 2 Q. Was SERP expense also disallowed in the Commission's recent decision in the rate

1 3 cas e  invcylving TEP's  affilia te , UNS Gas ?

1 4 Yes, it was .

15

1 6 Q- What adjustment related to TEP's SERP expense do you recommend?

1 7

1 8

1 9

I recommend the  adjus tment to remove  TEP 's  expense  for the  SERP, which is  shown on

S che dule  C-8 a nd re duce s  O&M e xpe ns e  by $927,925 on a  tota l compa ny ba s is  a nd

$887,885 on an ACC Jurisdictiona l basis .

20

21 C-9

22 Q,

Workers ' Compensation Expense

Please explain Staff Adjustment C-9.

23

24

25

26

This  adjus tment nonna lize s  the  amount of Worke r's  Compensa tion expense , based on a

three-year average  through December 2006. The  amount proposed by TEP is  substantia lly

higher than the  corresponding amount in each ca lendar year. Staff adjustment C-9 reduces

te s t ye a r e xpe ns e  by $362,578 on a  tota l compa ny ba s is  a nd $346,933 on a n ACC

Jurisdictiona l bas is .27

28

A.

A.

A.
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1 Q. Is the test year expense abnormally high in comparison with the other years?

2

3

Ye s . The  Compa ny's  re s pons e  to  da ta  re que s t S TF 1 .99  indica te s  tha t worke r's

compensa tion expense  in the  tes t year was $588,496. This  tes t year amount exceeded the

4 a ve ra ge  for 2004-2006 by a pproxima te ly $362,578 on a  tota l compa ny ba s is . TEP 's

5

6

re s pons e  to da ta  re que s t LA-20.11(L) s ta te s  tha t: "TEP  a gre e s  tha t the  2006 te s t ye a r

recorded amount is  abnormally high."

7

8 Q.

9

Was a similar adjustment to address abnormally high worker's compensation

expense needed in the recent rate case at' TEP's affiliate, UNS Electric?

1 0

11

12

1 3

1 4

1 5

1 6

1 7

1 8

1 9

Ye s . In the  re ce nt UNS  Ele ctric ca s e , which us e d a  te s t ye a r e nding J une  30, 2006, a

s imila r s itua tion occurred where  the  te s t yea r amount of worke r's  compensa tion expense

wa s  a bnorma lly high, a nd a n a djus tme nt wa s  ma de . A s imila r a djus tme nt is  ne e de d for

TEP  be ca us e  the  2006 worke r's  compe ns a tion e xpe ns e  is  a bnorma lly high. TEP 's

re s pons e  to  da ta  re que s t LA-20.1  l(m) s ta te s  tha t: "Ye s , TEP  a gre e s , it would  be

re a sona ble  to a djus t the  2006 re corde d a mount." In summa ry, S ta ff Adjus tme nt C-9 to

normalize  the  worker's  compensa tion expense  as  shown on Schedule  C-9 is  be lieved to be

a  re a s ona ble  a pproa ch. By a djus ting this  e xpe ns e  to a  norma lize d le ve l, in a  ma nne r

s imila r to the  adjus tment tha t was  ultima te ly adopted in the  UNS Electric ra te  case , TEP 's

recorded test year expense is  reduced by $362,578.

20

2 1 C-10 Short-Term Sales

22 Q- Pleas e  expla in  S ta ff Adjus tment C-10.

23

24

This  adjus tment reve rses  TEP 's  proposed adjus tment to exclude  the  revenue  and cos t of

short-te rm sa les . Income  be fore  income  taxes  is  increased by $25259 million.

25

A.

A.

A.



FERC
Account De scription Amount

447 Sales for Resale $ 77,685,000

501 Fue l s (30,464,000)
555 Purchased Power - Energy $ (21,962,000)

Net margin on short-term sales $ 25,259,000
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1 Q. What a re  s hort-te rm s a le s "

2

3

4

S hort-te rm sa le s  we re  de fine d by TEP  in re sponse  to S ta ff da ta  re que s t S TF 14-3(j) a s

follows: "Short~te rm sa le s  revenues  a re  de fined a s  a ll FERC 447 sa le s , except long-te rm

Finn contra cts  s uch  a s  TEP 's  e xis ting  S RP , NTUA a nd TOUA contra cts  a nd s a le s

associa ted with wholesa le  trading."5

6

7

8

Q. How does TEP propose to treat short-term sales revenue?

9

10

11

As  e xpla ine d in  re s pons e  to  S ta ff da ta  re que s t S TF 14-3(a ), in  the  Cos t of S e rvice

Me thodology, TEP  propos e s  to cre dit 90 pe rce nt of its  Off-S ys te m Whole s a le  S a le s

Revenue  to the  PPFAC. In TEP 's  proposed Hybrid Me thodology, TEP  proposes  to credit

100 percent of these revenues to the PPFAC.

12

13 Q- How much net margin on short-term sales did TEP calculate for the test year"

14 TEP's  workpaper TEP (0402)002618 shows the  following amounts :

15

16

17

18

Q» How does Staff propose to treat the revenue and cost of short-term sales?

19

2 0

2 1

S ta ff p ropos e s  to  inc lude  the  ne t m a rg in  from  s hort-te rm  s a le s  in  the  de te rm ina tion  of

TEP 's  ba s e  ra te  re ve nue  de fic ie ncy or e xce s s . S ta ff a ls o propos e s  to include  a  provis ion

in the  P P FAC whe re in fluc tua tions  in  the  ne t m a rgin from  s hort-te nn s a le s  ove r or unde r

the  $25259 million a mount be ing cons ide re d in ba se  ra te s  a re  re fle cte d in the  P P FAC.

22

A.

A.

A.

A.
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1

2 Q-

C-11 Wholesale Trading Activity

Please explain Staff Adjustment C-11.

3

4

5

6

7

8

9

1 0

1 1

1 2

IN

TEP proposed to remove  revenue  and expense  ne tting to $1.719 million (be fore  income

ta xe s ) to e xclude  whole s a le  tra ding a ctivity from the  de te rmina tion of TEP 's  ba s e  ra te

re ve nue  de ficie ncy or e xce s s . TEP 's  whole sa le  tra ding a ctivity is  a ddre s se d in de ta il in

the  te s timony of Emily Medine , the  S ta ff witness  who pre sents  the  re sults  of the  ana lys is

conducte d by he r firm, Ene rgy Ve nture s  Ana lys is , of TEP 's  fue l a nd purcha s e d powe r

procurement. Whole s a le  tra ding involve s  TEP  e mploye e s  ma king tra ns a ctions  in the

whole sa le  ene rgy marke t, whe re  such transactions  a re  not tied to the  ene rgy from TEP 's

owned genera tion asse ts . S ta ff proposes  to credit 10 percent of the  ne t positive  margin on

TEP 's  whole s a le  tra ding a ctivity a ga ins t re ta il e xpe ns e s . Accordingly, this  a djus tme nt

incre a s e s  pre -ta x income  by $171,900. S ta ff a ls o propos e s  to include  a n ince ntive

mechanism in the  PPFAC whereby fluctua tions  above  or be low the  amount of whole sa le

1 4

1 5

1 6

1 7

1 8

1 9

20

trading activity ne t margin tha t a re  re flected in the  de te rmina tion of base  ra tes  be  included

in the  P P FAC. This  is  inte nde d to ince ntivize  TEP  to optimize  the  us e  of its  re s ource s ,

including its  wholesa le  trading organiza tion. As  a  sa fegua rd, to protect ra tepaye rs , unde r

no circumstances  would any ne t loss  on wholesa le  trading occurring in an annua l PPFAC

period be  a llowed to be  charged to ra tepayers  or to increase  PPFAC costs  to be  borne  by

ra te pa ye rs  be yond the  $171,900 a mount of pre -ta x ma rgin, note d a bove , tha t is  be ing

reflected in the  de tennina tion of TEP's  base  ra te  revenue  requirement.

2 1

22

23 Q-

C-12 Gain on Sale ofS02 Emission Allowances

Please explain Staff Adjustment C-12.

24

25

26

A.

A. This  a djus tme nt conta ins  two pa rts . The  firs t pa rt re ve rs e s  TEP 's  a djus tme nt which

removed the  $6.716 million amount of pre -tax te s t yea r ga in on the  sa le  of SON emiss ion

a llowances . The  second pa rt of the  adjus tment adjus ts  the  $6.716 million to a  normalized
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1

2

3

4

5

6

leve l, based on an average  of the  information for 2004 through September 2007, provided

in  re s pons e  to  S ta ff da ta  re que s t LA ll.l2(a ). The  ne t e ffe ct of th is  a djus tme nt is  to

include  a  norma lized amount of ga in on the  sa le  of SO2 a llowances  in the  de te rmina tion

of TEP 's  ba se  ra te  re ve nue  re quire me nt. In summa ry, S ta ff ha s  re fle cte d a  nonna lize d

a nnua l a mount of ga ins  on the  s a le  of S O2 a llowa nce s  of $8.731 million. The  ACC

jurisdictiona l a mount is  $8.254 million.

7

8 Q- Is Staff also recommending a provision be included in the PPFAC for TEP to

account for fluctuations in the amount of S02 emission allowance sales?9

10

11

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9

20

Yes. As described in another section of my tes timony, S ta ff a lso proposes  tha t the  PPFAC

for TEP  include  a  provis ion whe re by fluctua tions  a bove  or be low the  norma lize d le ve l of

ga ins  in the  s a le  of S ON e mis s ion a llowa nce s  tha t is  re fle cte d in the  de te rmina tion of

TEP 's  ba s e  ra te s , be  include d in the  P P FAC. As  e xpla ine d  in  S ta ff witne s s  Emily

Medine 's  te s timony, the  amount of S02 a llowances  ava ilable  for TEP to se ll a re  re la ted to

the  type  a nd qua lity of coa l burne d a t TEP 's  ge ne ra ting units , a s  we ll a s  the  e mis s ion

control e quipme nt tha t ha s  be e n ins ta lle d a t thos e  units . More ove r, the  price  of S ON

a llowa nce s  ca n fluctua te  dra ma tica lly. As  a  re s ult of cons ide ra tion of fa ctors  s uch a s

these , S taff recommends tha t a  provis ion for ga ins  in the  sa le  of SON emission a llowances

be  incorpora te d into the  P P FAC for TEP . Additiona l de ta ils  a bout the  s pe cific P P FAC

provis ions S ta ff recommends re la ted to SON emission a llowance sa les are  described in the

21 section of my tes timony which addresses  S ta ffs  proposed PPFAC for TEP.

22

23

24 Q.

C-13 Property Tax Expens e

Pleas e  expla in  S ta ff Adjus tment C-13.

25

26

A.

A. This  adjus tment re flects  the  known s ta tutory assessment ra tio of 23 percent applicable  for

2009, whe n ra te s  in this  ca s e  a re  e xpe cte d to be come  e ffe ctive . The  Arizona  S ta te



Utility: TEP Southwest Gas Corp. UNS Electric, Inc. UNS Gas Inc.
Docket:

Test Year Ended:
New Rates Effective

Estimated Filing Interval:
Assessment Rate Used:

Corresponding Effective Year:

E-01933A-07-1402
December 31, 2006

Early 2009
3 years or less

23 percent
2009

G-01551A-07-0504
April 30, 2007

Late 2008
3 years

23 percent
2009

E-04204A-06-0783
June 30, 2006

Early 2008
3 years or less
23.5 percent

2008

G-04204A-06-0463
December 31, 2005

mid-2007
3 years

24 percent
2007
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Le gis la ture  pa sse d House  Bill No. 2779, which se t a  ne w ra te  sche dule  for prope rty ta x

assessments . The  new assessment ra te  schedule  provides  for decreas ing the  25 pe rcent

ra te  applicable  in 2005 in 0.5 pe rcent s teps  each yea r until a  20 pe rcent ra te  is  a tta ined in

2015. The  Compa ny's  ca lcula tion use d a  23.5 pe rce nt a sse ssme nt ra te  a nd thus  fa ils  to

recognize  the  impact of this  known tax change  prospective ly

7 Q How did Staff determine its recommended assessment rate?

The  current a ssessment ra te  in 2008 is  23.5 pe rcent, and this  will decrease  to 23 pe rcent

for 2009, which is  whe n ra te s  e s ta blis he d in this  proce e ding a re  to be  in e ffe ct. S ta ff

concluded tha t s ince  the  Commiss ion-approved ra tes  a re  expected to become e ffective  in

early 2009, and the  Company's  anticipa ted ra te  case  interva l is  four years , as  evidenced by

the  Compa ny's  propos e d norma liza tion pe riod for ra te  ca s e  e xpe ns e , the  prope rty ta x

assessment ra tio tha t will be  in e ffect for 2009 of 23 percent is  appropria te

In te rms of de te rmining the  recommended assessment ra tio, I a lso considered how Sta ff s

recommenda tion in the  current TEP ra te  ca se  compares  with S ta ffs  s imila r de te rmina tion

in the  current Southwes t Gas , UNS Gas  and UNS Electric ra te  ca ses . This  comparison is

summarized in the  following table

In the  Southwest Gas case , it appears  tha t the  utility has recognized the  appropria teness  of

using a  23.0 percent assessment ra te  e ffective  for 2009 in conjunction with the  tes t year in

tha t ca s e  e nding April 30, 2007. The  informa tion s hown a bove  for UNS  Ga s  a nd UNS
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1

2

3

Ele ctric re fle cts  S ta ff a nd RUCO proposa ls .10 I be lie ve  the  a ppropria te ne ss  of us ing the

known 23 pe rce nt a s s e s s me nt ra te  in the  curre nt TEP  ra te  ca s e  is  s upporte d by the

comparison in the  above  table .

4

5 Q- What is Staff's recommended property tax expense adjustment?

6

7

8

As shown on Sche dule  C-13, S ta ffs  re comme nde d a djus tme nt re duce s  TEP 's  propose d

prope rty ta x e xpe nse  by $629,322 on a  tota l compa ny ba s is  a nd $502,004 on a n ACC

Jurisdictiona l bas is .

9

1 0

11 Q-

C-I4 Interest Synchronization

Please explain your interest synchronization adjustment.

1 2

13

14

15

The  in te re s t s ynchroniza tion  a d jus tme nt a pp lie s  the  we igh te d  cos t o f de b t to  the

ca lcula tion of te s t ye a r income  ta x e xpe nse . Afte r a djus tme nts , my propose d ra te  ba se

diffe rs  from tha t of the  Compa ny. This  re s ults  in  a n  a djus tme nt to  the  a mount of

s ynchronize d inte re s t include d in the  ta x ca lcula tion. The  ca lcula tion of the  inte re s t

1 6 s ynchroniza tion a djus tme nt is  s hown on S che dule  C-14. This  a djus tme nt incre a se s

1 7

1 8

income tax expense by the  amount shown on Schedule  C-14 and decreases the  Company's

achieved opera ting income by a  s imila r amount.

1 9

20 C-15

21 Q~

Depreciation Rates A¢Hustment

Please explain Staff adjustment C-15.

22

23

24

This  adjus tment is  a  placeholde r while  S ta ff pursues  its  inves tiga tion into the  deprecia tion

ra tes  proposed by TEP and the  impact on TEP's  proposed deprecia tion ra tes  prospective ly

from the  four rounds  of de pre cia tion ra te  cha nge s  tha t we re  imple me nte d by TEP , but

A.

A.

A.

10 UNS Electric appears to have agreed with Staffs similar adjustment in that case, subject to rates of property
taxation being determined by school district and other taxing authorities. See, e.g., Karen Kissinger's rebuttal
testimony in the UNSE rate case, at page 3.
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1

2

3

which did not re ce ive  Commiss ion or S ta ff a uthoriza tion. As  de scribe d e lse whe re  in my

te s timony, S ta ffs  inve s tiga tion ha s  be e n de la ye d be ca us e  TEP  conte nds  tha t it will be

burdensome  to pe rform the  ca lcula tions  tha t a re  necessa ry to de tennine  a  more  accura te

4 numbe r.

5

6 Q-

7

8

Please summarize how Staff's concerns regarding the depreciation rate changes

implemented by TEP without authorization have contributed to the need for this

adjustment.

9

10

11

1 2

1 3

1 4

1 5

16

17

18

19

20

21

22

23

24

25

26

A. As  de scribe d in more  de ta il e ls e whe re  in my te s timony, S ta ff ha s  ma jor is sue s  with the

deprecia tion changes  implemented by TEP, which were  not authorized by the  Commission

o r b y S ta ff The  cha nge s  imple me nte d by TEP  include  a dopting FAS  143, e ffe ctive

J a nua ry 1, 2003, which ha d a  ma jor impa ct on Accumula te d De pre cia tion on TEP 's

ge ne ra tion pla nt. TEP 's  a doption of FAS  143 a ls o re duce d s ubs e que nt a ccrua ls  of

de pre cia tion e xpe ns e  be ca us e  TEP  re move d the  cos t of re mova l compone nt from its

deprecia tion ra te s  for gene ra tion. Additiona lly, TEP  implemented othe r deprecia tion ra te

cha nge s  without a uthoriza tion which ha ve  a ffe cte d in a  ma te ria l ma nne r, the  a mount of

TEP 's  recorded Accumula ted Deprecia tion on genera tion plant a s  of December 31, 2006,

the  end of the  te s t yea r. Rema ining life  deprecia tion ra te s  a re  deve loped us ing a  formula

tha t includes  accumula ted deprecia tion in the  numera tor of the  equa tion. (The  numera tor

is  P la nt le s s  Accumula te d De pre cia tion plus /minus  e s tima te d future  cos t of re mova l/ne t

salvage. The  de nomina tor is  the  re ma ining life  of the  P la nt.) Cons e que ntly, if the

Accumula ted Deprecia tion amounts  used have  been subs tantia lly a lte red a s  the  re sult of

implementing FAS 143 be tween ra te  ca ses  without authoriza tion by the  Commiss ion and

by implementing other deprecia tion ra te  changes  be tween ra te  cases  without Commiss ion

a uthoriza tion, this  ca n ha ve  s ignifica nt impa cts  on the  de pre cia tion ra te s . In summa ry,

two major aspects  of TEP 's  deprecia tion ra tes  appear to require  correction. Firs t, a  cos t of
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1

2

3

4

5

re mova l compone nt should be  include d in TEP 's  de pre cia tion ra te s  for ge ne ra tion pla nt.

S ta ffs  pos ition is  tha t this  is  re quire d by the  Colnlnis s ion's  de pre cia tion rule s . S e cond,

deprecia tion expense  in the  ra te  case  must be  corrected corresponding to the  impacts  on

Accumula te d  De pre cia tion  tha t ha ve  re s u lte d  from cha nge s  to  de pre cia tion  ra te s

implemented by TEP be tween ra te  cases  without Commission authoriza tion.

6

7 Q- How did you determine the placeholder amounts used for Staff adjustment C-15?

8

9

10

12

13

14

15

16

17

This  is  shown on Schedule  C-15. As  the  e s tima ted impact of including cos t cf remova l in

TEP 's  deprecia tion ra te s  for gene ra ting plant, I used the  $8.527 million amount for 2006

provided by TEP in re sponse  to S ta ff da ta  reques t LA-22.24. To address  the  impact from

Accumula te d De pre cia tion, I use d S ta ffs  two a djus tme nts  to Accumula te d De pre cia tion

re la ted to TEP 's  unauthorized deprecia tion ra te  changes  (specifica lly S ta ff Adjustments  B-

5 a nd B-6). To e s tima te  the  impa ct of a  diffe re nt, highe r Accumula te d De pre cia tion

ba la nce  on TEP 's  propos e d de pre cia tion ra te s  for ge ne ra ting pla nt, I divide d S ta ffs

a djus tme nts  to Accumula te d De pre cia tion by the  e s tima te d re ma ining life  of the  re la te d

plant. Other things  be ing equa l, when ca lcula ting deprecia tion ra tes  us ing a  remaining life

me thod, a  highe r amount of Accumula ted Deprecia tion reduces  deprecia tion ra te s . In the

18 e s tima te d pla ce holde r ca lcu la tio n  s h o wn  o n  S ch e d u le C -l5 ,  th e  Ac c u m u la te d

19

20

21

Deprecia tion impact reduced deprecia tion expense  on genera ting asse ts  by $6.786 million.

The  ne t incre a s e  to  TEP 's  propos e d de pre cia tion e xpe ns e  is  $1.741 million. The

corresponding ACC jurisdictiona l increase  is  $1 .646 million.

22

A.
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1

2

C-I6 Customer Care & Billing System

Q, Please explain the adjustment to the Customer Care & Billing System expenses.

3

4

A. This  a djus tme nt is  re la te d to S ta ff Adjus tme nt B-9, pre vious ly dis cus s e d. As  s hown on

S che dule  C-16, this  a djus tme nt re move s  a  portion of TEP 's  Cus tome r Ca re  8; Billing

Sys tem ("CC&B" or "CCBS") cos t to a lloca te  such cos t to the  othe r a ffilia te s  tha t use  it.5

6

7

8

9

Q- What amount of test year operating expenses did TEP record related to the CCBS?

As  s hown in TEP 's  re s pons e  to S ta ff da ta  re que s t LA-11.4(a ) a nd (b), TEP  re corde d

opera ting expenses of $3,598,472 for the  CCBS.

10

11 Q- Ho w d id  TEP  a llo c a te  CCBS  c o s t  to  th e  a ffilia te s  in  TEP 's  filin g ?

12

13

1 4

15

16

17

TEP made  a  norma liza tion adjus tment re la ted to the  CCBS cos ts . However, a s  expla ined

in TEP 's  re s pons e  to S ta ff da ta  re que s t LA ll-4(a ): "La bor a nd De pre cia tion we re  not

include d in the  CC&B norma liza tion pro-forma  be ca use  the y we re  include d in othe r pro-

fonna  a djus tme nts ." Cons e que ntly, a djus tme nts  a re  ne ce s s a ry to  a lloca te  TEP 's

a nnua lize d De pre cia tion e xpe ns e  a nd La bor e xpe ns e  re la te d to the  CCBS  a mong the

affilia tes  who a re  us ing the  CCBS.

18

19

2 0

2 1

22

23

24

25

A.

A.

TEP 's  re s pons e  to S ta ff da ta  re que s t LA-19-11(b) s ta te s  in pa rt tha t: "The  pro forma

a nnua l de pre cia tion compute d for CC&B include d in the  de pre cia tion a nnua liza tion

adjus tment was  $2,090,480, a s  shown on the  accompanying schedule ." Moreover, TEP 's

re sponse  to S ta ff da ta  reques t LA-l9-l l(c) s ta te s  tha t: "There  was  no annua lized te s t yea r

de pre cia tion e xpe nse  re la te d to the  CC&B sys te m a lloca te d to a ffilia te s  during the  te s t

ye a r. The  CC&B sys te m did not go live  for othe r a ffilia te s  (UNS  Ele ctric a nd UNS  Ga s )

until April 2007." Consequently, an adjus tment to a lloca te  37.2 pe rcent of the  annua lized



Dire ct Te s timony of Ra lph C. Smith
Docke t No. E-01933A-07-0402 e t a l
Page 73

1 This  a djus tme nt re duce s  TEP 's

2

de pre cia tion on the  CCBS  to  a ffilia te s  is  ne e de d.

proposed deprecia tion expense by $777,659.

3

4

5

6

7

8

9

10

11

Simila rly, TEP 's  re sponse  to S ta ff da ta  reques t LA-19-11(d) s ta te s : "The re  is  $577,192 of

La bor e xpe nse  re la te d to the  CC&B sys te m include d in TEP 's  propose d a djus te d La bor

expense ." Moreover, a s  TEP s ta ted in re sponse  to S ta ff da ta  reques t LA-19-1 l(e ): "There

wa s  no a nnua lize d te s t ye a r La bor e xpe ns e  re la te d to the  CC&B s ys te m a lloca te d to

a ffilia te s  during the  te s t ye a r. The  CC&B sys te m did not go live  for othe r a ffilia te s  (UNS

Ele ctric a nd UNS  Ga s ) until April 2007." S ince  both UNS E a nd UNS G a re  curre ntly

us ing the  CCBS and a re  expected to continue  to use  it on an ongoing ba s is , a  portion of

the  CCBS cost should be  a lloca ted to the se  a ffilia te s . As  shown on Schedule  C-16, 37.2

percent, or $214,715 of TEP's  annualized CCBS Labor expense  should be  a lloca ted to the

other affilia tes that use  the  CCBS .

12

13

14

15

16

17

18

C-17 Markup Above Cost for Charges from Affiliate, Southwest Energy Services

Q. How is TEP charged for services provided by the affiliated company, Southwest

Energy Services?

19

20

21

22

23

As described in the  re sponses  to da ta  reques ts  STF 3.70, STF 10.4, STF 10.5, STF 10.6

a nd  S TF 11 .10 , TEP 's  a ffilia te ,  UNS  E le c tric  in  Docke t No . E -04204A-06-0783 ,

Southwes t Ene rgy Se rvice s  ("SES") is  an a ffilia ted company tha t pe rforms  supplementa l

work force  s e rvice s  to TEP  a nd othe r a ffilia te s . S ES  provide s  me te r re a ding a nd othe r

se rvice s  for TEP , a nd charges a ma rk-up a bove  cos t on such se rvice s . For e xa mple , a s

described in the  response  to da ta  request STF 10.6 in Docket No. E-04204A-06-0783,

24

25
26
27

A.

"When SES provides supplemental work force services to UNS Electric,
TEP or Other ajjiliates, SES charges a 10% mark-up on the base wages of
the supplemental worker.
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1
2
3
4
5

In addition, SES charges the cost of employer's taxes, workers '
compensation and benefits. For example, for a supplemental
administrative assistant that is paid $12.00 per hour, SES would charge
($I2.00 + $1.20 markup) per hour, plus employer's taxes, worker's
compensation and benefits (cost). "

6

7

8

Q- What information did TEP provide in the current rate case concerning SES charges

to TEP?

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

In its  s upple me nta l re s pons e  to da ta  re que s t S TP  14.35, TEP  provide d the  S ES  cha rge s  for

2004 through 2006, a nd 2007 to da te , by a ccount. In re s pons e  to da ta  re que s t S TP  14.37,

TE P  p ro vid e d  in fo n n a tio n  o n  th e  S E S  m a rk-u p  a b o ve  c o s t. In  tha t re s pons e ,  TE P

ide ntifie d the  ma rk-up a bove  cos t a s  6.32 pe rce nt. In re s pons e  to da ta  re que s t LA 20.17,

TEP  ide ntifie d the  ma rk-up a bove  cos t for S ES  cha rge s  to TEP  a s  $211,514 in 2006, based

on a pplying the  6 .32 pe rce nt to  $3,343,390 of S ES  cha rge s  in  2006. In  re s pons e  to  LA

20 .l7 (b ),  TEP  s ta te d : "The  S E S  ma rk-up  tha t TE P  inc lude d  in  the  2006  te s t ye a r is

$211,514." In re s pons e  to  LA-20.17(c), TEP  s ta te d: "The  a mount ide ntifie d in  pa rt (b) is

a  Commis s ion juris dic tiona l a lloca te d a mount." In re s pons e  to da ta  re que s t LA 21 .l0(a ),

TEP  s ta te d tha t: "The  cha rge s  to TEP  for s e rvice s  provide d by S ES  during the  te s t ye a r

we re  not dire c tly impa cte d by a ny propos e d pro forma  a djus tme nts ." Thus  the  re corde d

2 0 0 6  S E S  c h a rg e s  we re  a p p a re n t ly n o t  im p a c te d  b y TE P 's  p ro p o s e d  p ro  fo rm a

a djus tme nts . Whe n a s ke d in  LA-21.l0(b) to  ide ntify the  a mount of S ES  ma rk-up a bove

cos t by a ccount, by ye a r, TEP 's  re s pons e  me re ly re fe rre d  ba ck to  its  re s pons e  to  da ta

re q u e s t LA 2 0 -1 7 (a ),  wh ic h  h a d  n o t p ro vid e d  th e  S E S  m a rk-u p  b y a c c o u n t. TEP 's

re s pons e  to  LA-2l.l0(c) c la rifie d tha t the  2007 informa tion TEP  ha d provide d is for ye a r-

to-da te  S e pte mbe r 2007.

26

A.
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1 Q- Pleas e  expla in  S ta ff Adjus tment C-17.

2

3

4

This  a djus tme nt re move s  the  ma rk-up a bove  cos t re la te d to cha rge s  from S ES  to TEP

during the  2006 tes t year. As shown on Schedule  C-17, this  adjus tment reduces  opera ting

expenses by $211,514 in tota l and the  same amount on an ACC jurisdictional basis .

5

6 C-18 Normalize Affiliate Charges to TEP

Q. Please explain Staff Adjustment C-18.7

8

9

10

11

12

13

14

A. In a ddition to providing informa tion ne e de d to qua ntify the  a djus tme nt to re move  the

mark-up above  cost charged by SES to TEP, the  response  to Staff da ta  request STF 14.35

a lso ra ise d que s tions  a bout whe the r the  e xpe nse s  in a  numbe r of a ccounts  re corde d by

TEP  for cha rge s  from SES  during the  2006 te s t ye a r we re  a t a  nonna  le ve l. Ba se d on a

re vie w of tha t re s pons e  a nd TEP 's  re s pons e  to follow-up da ta  re que s t LA-21.10, a n

adjustment is  a lso needed to normalize  the  a ffilia ted charge  expenses recorded by TEP for

SES charges in accounts 592, 908 and 923.

15

16

17

18

19

2 0

Q. Please explain the adjustment to normalize SES charges to TEP recorded in Account

21

22

A.

A.

592 .

TEP 's  re s pons e  to  da ta  re que s t LA-2l.10(D s ta te s  tha t: "S ES  provide s  s ubs ta tion

maintenance  services  on an as -needed bas is . In 2006, planned maintenance  projects  were

pe rformed to ens ure  re liability." The  2006 expens e , incurred on an a s -needed bas is , ha s

be e n norma lize d ba s e d on a ve ra ge  monthly S ES  e xpe ns e  to  TEP  for 2005 through

September 2007, as  follows :



FERC
ACCOUNT

2004 2005 2006 2007

0592 271.95 5,184.44 244,239.13 117,401.15

Total 2005 through September 2007 366,824.72

Number of months 33

Average monthly amount of as-needed SES services $ 11,116
Nonnalized annual amount of as-needed SES services (000) $ 133,000

Adjus tment to 2006 tes t year recorded (000) $ (111,000)

F E R C
ACCOUNT

2004 2005 2006 2007

0908 26,940.06 367,263.47 518,569.23 350,115.83
Number of months 9
Average monthly amount of as-needed SES services $ 38,902
Normalized annual amount of as-needed SES services (000) s 467,000
Adjus tment to 2006 tes t year recorded (000) $ (52,000)
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1

2

3 Q- Please explain the adjustment to normalize SES charges to TEP recorded in Account

4 908.

5

6

7

8

TEP 's  re s pons e  to da ta  re que s t LA-2l.l0(i) s ta te s  tha t: "SES  pe rforme d Gua ra nte e d

Home  ins pe ction s e rvice s  on a  continuing ba s is  s ince  April 2005. P re vious ly those

ins pe ctions  we re  pe rforme d by TEP  e mploye e s . In 2007, the  numbe r of Gua ra nte e d

Home inspections  was  reduced due  to a  s lower home building marke t." The  2006 amount

9

1 0

1 1

of SES expense  for this  function does  not appear to be  representa tive  of normal, ongoing

conditions . Consequently, an adjus tment to reduce  the  tes t year SES expense  charged to

TEP in Account 908 by $52,000 should be  made .

1 2

1 3

1 4 Q- Please explain the adjustment to normalize SES charges to TEP recorded in Account

1 5 923.

1 6

1 7

1 8

A.

A. TEP 's  re s pons e  to da ta  re que s t LA-21.l0(k) s ta te s  tha t: "S ES  provide s  on a  continua l

basis  supplementa l labor for Geospatia l mapping support, which began in 2004. It provides

a ss is tance  in ma inta ining the  mapping sys tem (GIS  sys tem) which identifie s  the  loca tion



FERC
ACCOUNT

2004 2005 2006 2007

0923 20,372.32 98,149.24 198,058.74 103,107.01

Total 2005 through September 2007 399,314.99

Number of months 33

Average monthly amount of as-needed SES services $ 12,100

Nonnalized annual amount of as-needed SES services (000) $ 145,000

Adjus tment to 2006 tes t year recorded (000) $ (99,000)

F E R C
ACCO UNT

2004 2005 2006 2007

0588 62,569.59 1,302,800.81120,940.26 I 781,248.60
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1

2

3

4

of TEP 's  dis tribution a s s e ts . In a ddition, S ES  pe rforms  fa cilitie s  ve rifica tion s e rvice s ."

The  SES  cha rge s  to TEP  in Account 923 for the  2006 te s t ye a r a re  a bnorma lly high a nd

should be  reduced by $99,000, to an average  based on 2005 through September 2007, as

summarized in the  following table  :

5

6

7 Q- Did TEP's response to data request LA 21.10(e) concerning SES charges to TEP in

Account 588 raise an additional question?8

9

10

11

Ye s . Da ta  re que s t LA 2l.l0(e ) re fe rre d TEP  to the  following compa ris on (which wa s

compile d from the  S ES  cha rge  informa tion by a ccount from the  re s pons e  to S TF 1435),

which ra is e d que s tions  a bout the  norma lity of the  2006 S ES  e xpe ns e  cha rge d to TEP  in

Account 588:1 2

1 3

1 4

1 5

1 6

1 7

1 8

TEP 's  re sponse  s ta te s  tha t: "In 2006, TEP  e nga ge d S ES  on a  continuing ba s is  for line

loca ting se rvice  a nd te rmina te d the  contra ct with a n outs ide  ve ndor to e nsure  improve d

se rvice  le ve ls ." S ta ff da ta  re que s ts  s e t 24 include d a  re que s t to follow through on how

changes  in the  entity providing the  se rvice  has  a ffected the  normalized leve l of expense  in

this  account.19

20

A.
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1 Q. Please summarize the adjustment to test year expenses resulting from Staff

2 Adjustment C-18.

3

4

5

6

As shown on Schedule  C-18, expenses  for a ffilia ted charges from SES to TEP in Accounts

592, 908 and 923 during the  te s t yea r we re  abnorma lly high and/or not repre senta tive  of

norma l, ongoing conditions . Conse que ntly, e xpe nse  should be  re duce d by $216,000.

Afte r re fle cting the  impa ct of S ta ff Adjus tme nt C-17, which re move d a  ma rk-up a bove

cost charged by SES to TEP of 6.32 pe rcent, the  ne t adjus tment to opera ting expenses  is

$203,000 on a  tota l company basis , and $184,000 on an ACC jurisdictiona l basis .

7

8

9

1 0

11

C-19 PPFAC A¢§ustment

Please explain Staff Adjustment C-19.Q~

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9

2 0

2 1

22

23

24

25

This  a djus tme nt re ve rs e s  the  $15925 million incre a s e  to fue l e xpe ns e  tha t TEP  ha s

propos e d for a  P owe r S upply Adjus tor. As  de s cribe d e ls e whe re  in my te s timony, TEP

proposes to adjust 2006 test year fuel and purchased power expense  based on a  projection

of 2009 expense s .H TEP  filed its  direct ca se  us ing a  foreca s t of 2009, but Mr. Hutchens

s ta te s , a t page  32 of his  Direct Tes timony, tha t TEP proposes  to upda te  tha t forecas t a t a

la te r da te  in this  ca se . TEP  a lso proposes  to have  no PPFAC ra te  in 2009, but to have  a

PPFAC become  e ffective  April 1, 2010. The  proposa l by TEP to use  forecas ted 2009 fue l

a nd purcha se d powe r cos ts  in a  2006 te s t ye a r cre a te s  a n a dditiona l ba se  ra te  re ve nue

de ficie ncy of a pproxima te ly $15925 million re la te d to this  a djus tme nt a lone . Ra the r tha n

create  such an additional base  ra te  revenue deficiency in the  current case , Staff proposes to

reve rse  this  TEP adjus tment and to make  TEP 's  PPFAC e ffective  for fue l and purchased

powe r cos t incurre d a fte r J a nua ry l, 2009. As  s uch, fluctua tions  in  TEP 's  fue l a nd

purcha s e d powe r cos ts  occurring a fte r J a nua ry 1, 2009 a bove  or be low the  a mount

re fle cte d in ba s e  ra te s  e s ta blis he d in this  proce e ding would be  a ddre s s e d through the

A.

A.

11 See, e.g., TEP witness Hutchins' direct testimony, pages 31-32.
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1

2

3

4

5

6

7

opera tion of the  PPFAC, ra ther than through an additiona l base  ra te  increase . If TEP does

upda te  its  2009  fue l a nd  pu rcha s e d  powe r fo re ca s t la te r du ring  th is  ca s e ,  S ta ff

recommends that such update  not be  used to se t base  ra tes, but ra ther that it be  reviewed in

conjunction with S ta ffs  re comme nde d P P FAC, a s  it ma y provide  informa tion tha t could

be  he lpful in eva lua ting whe the r an annua l cap should be  included in the  PPFAC for TEP,

s imila r to  the  a nnua l ca p  of 4  mills  tha t the  Commis s ion  re quire d  for AP S  whe n it

approved a  Power Supply Adjus tor ("PSA") mechanism for APS.

8

9

1 0 Q-

C-20 "Implementation Cost Regulatory Asset"

Please explain Staff Adjustment C-20.

11

1 2

This  a djus tme nt is  re la te d to S ta ff Adjus tme nt B-3. As  s hown  in  TEP 's  tiling  a nd

de s cribe d in the  te s timony of Ms . Kis s inge r, TEP  propos e s  a n a nnua l a mortiza tion of

$11,863,808 for a n "Imple me nta tion Cos t Re gula tory As s e t" ("ICRA"). S ta ff dis a gre e s

with TEP  re ga rding whe the r s ome  compone nts  tha t TEP  ha s  propos e d qua lify a s , or

should be  a llowed as  a  regula tory asse t. S taff a lso disagrees with TEP concerning some of

the  a mortiza tion/norma liza tion pe riods  tha t TEP  ha s  propose d for compone nts  of TEP 's

propos e d ICRA. S che dule  C-20 s hows  the  compone nts  of TEP 's  propos e d ICRA

amortiza tion, and S ta ffs  corre sponding recommenda tions  for amortiza tion, norma liza tion

or dis a llowa nce  by compone nt. In tota l, TEP 's  propos e d ope ra ting e xpe ns e  a ddition is

reduced by $7.284 million

22 Q Please discuss Staff's proposed treatment of the Sundt coal contract termination fee

A As shown on Schedule  C-20. S ta ff has  normalized the  cost of this  te rmina tion fee  over the

life  of the  contra ct. S ta ff witne s s  Emily Me dine  a ddre s se s  this  coa l contra ct te rmina tion

fe e  in he r te s timony in the  conte xt of EVA's  re vie w of TEP 's  fue l a nd purcha se d powe r

23

A.

procurement
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1 Q- Please discuss Staff's proposed treatment of the San Juan coal contract termination

2

3

4

5

6

fee .

S ta ff ha s  re move d TEP 's  propos e d  a mortiza tion . S ta ff doe s  no t re comme nd  a

norma liza tion or amortiza tion of expense  for this  tennina tion fee , which was  expensed by

TEP on its  books  a  number of yea rs  ago. S ta ff witness  Emily Medine  addresses  this  coa l

contra ct te rmina tion fe e  in he r te s timony in the  conte xt of EVA's  re vie w of TEP 's  coa l

7

8

procurement.

9

10

Q-

1 1

Please discuss Staff's proposed treatment of (1) TEP's Deferred Desert Star and

WestConnect costs, (2) TEP's Deferred Direct Access costs, and (3) TEP's Deferred

Divestiture and GenCo Separation costs, each of which is a component of TEP's

12

13

propos e d  ICRA.

14

15

16

Sta ff ha s  re fle cted an amortiza tion of the se  de fe rred cos ts  ove r a  four-yea r amortiza tion

period. These  costs  have  been recorded as  a  deferra l on TEP's  books and appear to have

be e n a pprove d by the  Commis s ion for de fe rra l a nd future  re cove ry. S ta ff ha s  s e e n no

e vide nce  to  this  point tha t s uch cos ts  we re  unre a s ona ble  or imprude ntly occurre d.

Consequently, S ta ff has accepted the treatment proposed by TEP for such costs.17

18

19

2 0

2 1

Q- Pleas e  dis cus s  Staffs  propos ed trea tment of TEP's  Financ ing Cos ts  for Genera tion.

22

23

Staff has  removed TEP's  proposed amortiza tion. TEP expensed these  costs  in prior years ,

2004 and 2005. TEP had not reques ted, nor rece ived Commiss ion authoriza tion to de fe r

such costs . S ta ff proposes  no 2006 expense  or defe rred asse t be  crea ted for these  costs ,

which TEP expensed on its  books in prior years .

24

A.

A.

A.
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1 Q- How did TEP treat the non-generation related costs related to debt refinancing?

2

3

The non-genera tion costs  re la ted to debt re financing were  trea ted by TEP as  a  component

of the  deriva tion of the  cost of debt on TEP Schedule  D-2.

4

5 Q-

6

7

Since such costs were related to debt refinancing, L" rate recovery were appropriate,

shouldn't it be done as an adjustment to the cost of debt, rather than as a rate

base/amortization expense item?

8

9

10

11

1 2

13

14

15

16

17

18

Ye s . As  s ta te d a bove , S ta ff doe s  not a gre e  with TEP  tha t pros pe ctive  ra te  re cove ry of

the s e  pre -2006 te s t ye a r e xpe ns e s  is  a ppropria te . Howe ve r, if the  Commis s ion s hould

deem, contra ry to S ta ff s  recommendation, tha t these  genera tion-re la ted re financing costs

tha t TEP  e xpe ns e d  on  its  books  in  2004  a nd  2005  s hou ld  s ome how be  cha rge d

prospective ly to Arizona  ra tepayers  s ta rting in 2009, such costs  should be  addressed in the

ra te ma king proce s s  via  including the m in the  de riva tion of the  cos t of de bt, a nd not, a s

TEP  ha s  propos e d, a s  a  ra te  ba s e  a ddition tha t is  a mortize d into te s t ye a r ope ra ting

expenses . S ta ffs  pre liminary es timate  is  tha t such an approach would increase  the  cos t of

debt recommended by S ta ff witne s s  P a rce ll for TEP  by a pproxima te ly 21 ba s is  points .

For the  reasons previously s ta ted, Staff is not recommending prospective  recovery of those

prior year expenses . Consequently, S ta ff witness  Parce ll has not adjusted the  cost of debt.

1 9

20

21 Q~

C-21 Legal Expense Related to Motion to Amend Decision No. 62103

Please explain Staff Adjustment C-21.

22

23 O n  a n  AC C

24

25

26

A.

A.

A. This  a djus tme nt re move s  the  $481,447 of le ga l e xpe nse  TEP  re corde d in the  2006 te s t

ye a r re la te d  to  the  motion  by TEP  to  a me nd  De cis ion  No. 62103  .

jurisdictiona l ba s is , the  a djus tme nt re duce s  e xpe nse  by $330,624. This  is  not a  norma l

e xpe nse  for TEP . Else whe re  in its  filing TEP  ha s  include d a  re que s te d ra te  ca se  cos t of

$900,000, which is  be ing normalized over four years , for an annual a llowance  of $225,000
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1

2

3

4

5

per year. Docke t No. E-01933A-05-0650 has  been consolida ted with the  current ra te  case .

TEP 's  re sponse  to da ta  reques t STF 14,25 s ta tes  tha t: "The  lega l expenses  re la ted to the

Motion to Amend Decis ion No. 62103 a re  not included in the  Company's  e s tima te  of Ra te

Ca se  Expe nse ." Allowing TEP  a n a nnua l a llowa nce  of $481,447 on top of the  $225,000

annual a llowance for normal ra te  case  expense would be unreasonable .

6

7 C-22

8 Q

Legal Expense Related to Calzfomia Proceedings

Please explain Staff Adjustment C-22

9 A This  adjus tment removes  $56,279 in lega l expense  tha t TEP incurred during the  2006 tes t

yea r for lega l expense  re la ted to a  Ca lifornia  Re fund P roceeding, FERC Docke t No. EL

95-000. It a lso removes  lega l expense  of $11,687 re la ted to a  Ca lifornia  Power Exchange

(PX) bankruptcy proceeding

14 Q Ho w d o e s  th e  le g a l e xp e n s e  TEP  in c u rre d  fo r th e  Ca lifo rn ia  Re fu n d  P ro c e e d in g

relate to the provision of jurisdictional electric service in Arizona?

1 6 A It doe s  not a ppe a r to re la te  to the  provis ion by TEP  of e le ctric se rvice  in Arizona . TEP 's

response to data  request STF 14-26 explains that

The consolidated FERC docket arises from the 2000-200] California
energy crisis. TEP was a net seller into the California market through the
California Power Exchange ("CPX") at the time of the collapse of CPS
and is a party to the refund proceeding. Through the refund proceeding
FERC is calculating sellers' refund liability or refund entitlement and
implementing accounting changes regarding the pricing of power sales. At
the conclusion of the proceeding, FERC intends to issue an order
specyying the reimbursement of monies remaining in the CPX settlement
clearing account wnieh is currently under the jurisdiction of the
bankruptcy court
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TEP's legal expense for such matters does not appear to represent an appropria te  charge to

TEP 's  Arizona  re ta il jurisdictiona l cus tome rs

4 Q How much of the $56,279 test year expense did TEP allocate to ACC jurisdictional

expense

According to TEP's supplemental response to data  request LA-22.23('b), under the  cost~of-

s e rvice  me thodo logy, in  TEP 's  filing , "tha t e qua te s  to  a n  e nd  re s u lt Commis s ion

jurisdictiona l a mount of 93.36 pe rce nt of the  origina l a mount e xpe nse d." Conse que ntly

on S che dule  C-22, I a pplie d a n ACC jurisdictiona l fa ctor of 93.36 pe rce nt to de rive  the

ACC jurisdictiona l adjus tment amount of $52,542

12 Q Ha s  TEP  in c u r re d  a n y re ve n u e , e xp e n s e  o r  ra te  b a s e  a m o u n t  re la te d  to  th e

Ca liforn ia  PX bankruptcy proceeding

Yes. TEP 's  s upple me nta l re s pons e  to da ta  re que s t LA-22.23(a ) s ta te s  tha t: "The

Compa ny re corde d $11,687 in FERC Account 923 for outs ide  le ga l e xpe nse s  re la te d to

the  Ca lifornia  P X Ba nkruptcy proce e ding. Tha t a mount is  prior to a ny juris dictiona l

a lloca tions

1 9 Q Is  TEP ca rrying a  rece ivable  on its  books  for the  Ca lifornia  PX?

Yes . TEP  has  recorded rece ivable s  of $l5.2l5 million and $544,000, re spective ly, for the

Ca lifornia  PX a nd ISO. The  re sponse  to da ta  re que s t LA-22.23(c) a nd (d) indica te s  tha t

TEP has  a lso recorded a  contra  account of approximate ly $13,205 million. The  rece ivable

re la tes  to November and December 2000 and January 2001, when TEP recorded revenue

from die  Ca lifornia  P X a nd IS O in a ccount 447. S a le s  for Re s a le . Thos e  months  we re

near the  he ight of the  Ca lifornia  ene rgy cris is . According to TEP 's  supplementa l re sponse
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to da ta  re que s t LA 22-23(b): "The  Compa ny ha s  no de finitive  e s tima te  of whe n the s e

funds  will be  colle cted

4 Q S h o u ld  Arizo n a  ra te p a ye rs  p a y fo r  TEP 's  le g a l c o s t  o f th e  Ca lifo rn ia  P X b a n kru p tc y

proceeding

No. The  $11,687 TEP  re corde d in Account 923 in the  2006 te s t ye a r for outs ide  le ga l

e xpe ns e  re la te d to the  Ca lifornia  P X ba nkruptcy proce e ding is  not for the  provis ion of

e le ctric s e rvice  in Arizona  a nd s hould not be  pa id for by Arizona  ra te pa ye rs . TEP 's

re s pons e  to da ta  re que s t LA~22.23(a ) s ta te s  tha t the  $11,687 a mount is  prior to a ny

jurisdictiona l a lloca tions . I use d the  sa me  93.36 pe rce nt jurisdictiona l fa ctor ide ntifie d by

TEP in its  supplementa l re sponse  to LA 20.l3(b) to de rive  the  adjus tment to jurisdictiona l

e xpe ns e  of$l0,9l l

14 Q What is the total adjustment to test year legal expense in Staff adjustment C-22?

Te s t ye a r le ga l e xpe ns e  is  re duce d by $67,966 in  tota l a nd by $63,453 on a n ACC

jurisdictiona l ba s is

18

19

C-23 Postage Expense

Q Please explain your adjustment to Postage Expense

I ha ve  incre a s e d TEP 's  te s t ye a r pos ta ge  e xpe ns e  to re fle ct a  known a nd me a s ura ble

change in postage ra tes that occurred in May 2007

23 Q Does TEP's recorded amount of postage expense reflect the postage rate increase

that became effective on May 14, 2007?

No, TEP  indica te d in its  re sponse  to da ta  re que s t S TF 1.86 tha t it ha d not re fle cte d the

postage  ra te  increase . Tha t increase  is  known and should be  re flected, s imila r to a  known
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1

2

3

4

5

6

change  in tax ra tes . This  postage  ra te  increase  has  occurred and should be  recognized for

ra temaking purposes . To de rive  the  adjus tment to annua lized pos tage  expense  to re flect

the  May 14, 2007 increase , which increased the  cos t of a  firs t cla ss  le tte r from 39 cents  to

41 cents (for an increase of 5 percent), Staff has increased the Company's postage expense

by 5 pe rce nt. As  s hown on S che dule  C-23, this  incre a s e s  TEP 's  a mount of te s t ye a r

pos ta ge  e xpe ns e  by $65 ,462  on  a  to ta l compa ny ba s is  a nd  $65 ,248  on  a n  ACC

jurisdictiona l ba s is .7

8

9

1 0

11

C-24 West Connect Charges Related to Regulatory Asset

Q. Please explain your adjustment to test year expense for West Connect charges.

1 2

1 3

1 4

1 5

A. TEP 's  re sponses  to da ta  reques ts  RUCO 5.17 and RUCO 8.1 indica te  tha t TEP included

$221,813 of expense  in Account 930.2 for West Connect. TEP a lso included such costs  in

its  propose d "Imple me nta l Cos t Re gula tory Asse t" a ddre s se d in S ta ff Adjus tme nt C-20.

TEP 's  We s t Conne ct cos t is  be ing a mortize d a nd the re fore  the  $221,813 tha t TEP

recorded in Account 930.2 during the  2006 te s t yea r mus t be  removed to avoid a  double

count.

Miscellaneous Service Revenue

1 6

1 7

1 8

1 9

2 0

2 1

2 2

Q- Please comment on TEP's Miscellaneous Service Revenues.

23

24

25

26

A. TEP 's  supplementa l re sponse  to da ta  reques t RUCO 3.14 shows tha t TEP has  revised its

adjustment to increase  Miscellaneous Service  revenues as it re la tes to service  and la te  fees

from $1,308,077 to $2,469,342 Be ca us e  this  is  re la te d to ra te  de s ign is s ue s , it will be

a ddre s s e d  in  S ta ffs  Ra te  De s ign te s timony. De pe nding upon S ta ffs  conclus ions

re ga rding the  le ve l of misce lla ne ous  se rvice  cha rge s  propose d by TEP , S ta ffs  propose d

ba s e  ra te  re ve nue  re quire me nt would be  a djus te d a ccordingly a t a  la te r point in this

proceeding.
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1

2

3

4

Other TEP Changes to Operating Income and Rate Base

Q. As your testimony was being finalized, did you receive some supplemental responses

to Staff data requests wherein TEP indicated that TEP would be making changes to

various components of TEP's originally filed rate base and net operating income?

5

6

7

8

9

10

11

1 2

1 3

14

15

Ye s . On Fe brua ry 21, 2008, I re ce ive d supple me nta l re sponse s  from TEP to S ta ff data

re que s ts  S TF 1.85 a nd S TF 1.86. Thos e  re s pons e s  ide ntifie d a  numbe r of cha nge s  to

TEP 's  origina lly filed ra te  ba se  and ne t ope ra ting income  tha t TEP  has  identified and will

a ppa re ntly be  ma king in its  Re butta l Te s timony. Be ca use  of the  timing of my re ce ipt of

such infonnation, a  response  to TEP's  new and revised adjustments  is  not be ing offe red a t

this  time . Some of the  a reas  tha t TEP is  making revis ions  for a lready appear to have  been

addressed in S ta ffs  adjustments . Other a reas  appear to be  new adjustments  tha t TEP has

now ide ntifie d a nd will a ppa re ntly be  propos ing to ma ke  in its  Re butta l tiling. S ta ff

re s e rve s  judgme nt on the  ne w a nd re vis e d a djus tme nts  tha t TEP  will a ppa re ntly be

pre se nting in its  Re butta l, a rid would re se rve  the  right to a ddre s s  such a djus tme nts , a s

necessa ry, in S ta ffs  Surrebutta l filing.

V

Q

DEPRECIATION RATES

Please discuss the new depreciation rates that TEP has proposed

17

18

19

A.

A The  deve lopment of new deprecia tion ra tes  is  addressed in the  tes timony of TEP witness

Dr. Ka te re gga , who sponsors  the  Compa ny's  2007 De pre cia tion Ra te  S tudy. The  ta ble s

pre sented a t pages  11-13 of Dr. Ka te regga 's  te s timony summarizes  the  ove ra ll changes

and a t pages 4-5 of the  study, as follows
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1

2

3

2007 TEP Depreciation Study for Local Generation Assets
Accrual Rate
Proposed Difference

C D=C-B
3.84% 0.38%
1.98% 0. 11%
3.07% 0.27%

P res ent

B
3.46%
1.87%
2.80%

$
$
$

2007 Annua lized Accrua l
P res ent P ropos ed Diffe rence

E F G =F-E
3,502,926 3,891,722 388,796
1,331,846 1,407,639 75 ,793
4,834,772 5,299,361 464,589

s
s
s

s
$
$

4

Function

A

Steam Production

Other Production

Total

Source: TEP witness Katerrega

Table 2. Local Generation Assets
5

6

7

8

2007 TEP Depreciation Study for Non-Local Generation Assets
Accrual Rate
Proposed

C
2.06%
2.06%

Function

A
Steam Production
Total

Source: TEP witness Katerrega
Table 3. Non-Local Generation Assets

Present

B
1.86%
1.86%

Difference

D=C-B
020%
020%

$
$

Present

E
19,818,591
19,818,591

2007 Annualized Accrual
Proposed

F
$ 21,993,653
$ 21,993,653

$
s

Difference

G=F-E
2, 175,062
2,175,062

9

1 0

11

1 2

13

2007 TEP Depreciation Study for Distribution and General Plant
Accrual Rate

Present Proposed Dif ference

B C D=C-B
3.35% 1.82% -1.53%
7.65% 5.26% -2.39%

0.28% 028%

2.54% - 1.42%14

Function

A
Distribution
General Plant
Net Salvage

Total 3.96%

Source: TEP witness Katerrega
Tobie 4 - Distribution and General Plant

2007 Annualized Accrual
Present Proposed Difference

E F G=F-E
$ 31,173,666 $ 16,891,056 $ (14,282,610)
$ 11,610,138 $ 7,983,764 $ (3,626,374)

$ 2,603,350 $ 2,603,350

s 27,478,170 $ (15,305,634)$ 42,783,804

1 5

1 6

1 7

1 8

1 9

20

As  s hown in the  a bove  ta ble s , the  ne w de pre cia tion ra te s  propos e d by TEP  witne s s

Ka te re gga  de cre a s e  de pre c ia tion  e xpe ns e  on  Dis tribu tion  a nd  Ge ne ra l P la n t by

a pproxima te ly $15306 million. De pre cia tion e xpe ns e  on TEP 's  loca l a nd non-loca l

Genera tion P lant is  increased by approximate ly $2.640 million.

2 1

22 Q, What Commission rules address the treatment of depreciation?

23

24

The  Commiss ion's  rule s  a t R14-02-102 addre ss  the  tre a tment of deprecia tion. A copy of

these  rules  a re  presented, for ease  of re ference , in Attachment RCS-3. The  current version

25 of the  rule s  a ppe a rs  to ha ve  be e n a dopte d e ffe ctive  April 9, 1992. This  pre -da te s  the

26

A.

adoption of S ta tement of Financia l Accounting S tanda rds  No. 143, "Accounting for Asse t
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1

2

3

Re tire me nt Obliga tions" which ha s  re sulte d in re vis ions  for fina ncia l re porting purpose s ,

a mong othe r things , of the  pre se nta tion of cos t of re mova l informa tion. I dis cus s  S FAS

No. 143 in more  de ta il subsequently in my te s timony.

4

5 Q. Did TEP file a new depreciation study in the current rate case?

6 Yes . Exhibit KAK-1 a tta ched to Dr. Ka te regga 's  te s timony is  the  2007 Deprecia tion Ra te

7 Study for TEP.

8

9 Q- Please discuss the Company's proposed depreciation rates and how they were

10 d e rive d .

11

12

13

1 4

The  ne w de pre cia tion ra te s  propose d by TEP  a re  summa rize d in Compa ny witne s s  Dr.

Ka te re gga 's  te s timony a nd a re  s hown in de ta il in his  Exhibit KAK-1. The  Compa ny's

proposed ra tes  were  deve loped us ing a  deprecia tion sys tem composed of the  s tra ight-line

method, broad group procedure  and remaining life  technique .

15

1 6 Q- Before  dis cus s ing s pecific  is s ues  as s ocia ted with TEP's  propos ed deprec ia tion ra tes ,

17

18

could you please provide your understanding of some basic depreciation

terminology?

19 Yes, of course .

20

21 Q- What is  deprec ia tion?

22

23

The  Colnmis s ion 's  rule s  a t R14-2-l02(A)(3) de fine  "de pre cia tion" a s  "a n a ccounting

process  which will pe rmit the  recove ry of the  origina l cos t of an a sse t le ss  its  ne t sa lvage

ove r the  se rvice  life ."24

25

A.

A.

A.

A.
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1 Q- What is net salvage?

2 The  Commiss ion's  rule s  a t R14-2-102(A)(5) de fine  "ne t sa lvage" a s  "the  sa lvage  va lue  of

3 property le ss  the  cos t of remova l."

4

5 Q. What is "salvage value"?

6 The  Commiss ion's  rule s  a t R14-2-102(A)(5) de fine  "sa lvage  va lue" a s :

7

8

9

10

11

"the amount received for assets retired, less any expenses incurred in
selling or preparing the assets for sale; or if retained, the amount at which
the material recoverable is chargeable to materials and supplies, or other
appropriate accounts. "

1 2

1 3 Q- What is  the  "cos t of removal"?

1 4 The  Commiss ion's  rule s  a t R14-2-102(A)(5) de fine  the  "cos t of re mova l" a s  "the  cos t of

1 5 a ba ndoning of phys ica l a s se ts ,

1 6

de molis hing, dis ma ntling, re moving, te a ring down, or

including the  cost of transporta tion and handling incidenta l the re to.as

1 7

1 8 Q- What is  depreciation expens e?

1 9

20

2 1

22

23

24

De pre cia tion  e xpe ns e  is  a  cha rge  to  ope ra ting  e xpe ns e  to  re fle c t the  re cove ry of

de pre cia ble  utility pla nt. De pre cia tion ra te s  a re  a pplie d to a  utility's  de pre cia ble  utility

plant to de te rmine  the  amount of deprecia tion expense . Public utility deprecia tion expense

is  typica lly s tra ight-line  ove r the  se rvice  life  which re sults  in a n e qua l sha re  of the  cos t of

asse ts  be ing assigned or a lloca ted to expense  each year over the  service  life  of the  asse ts .

A s e rvice  life  is  the  pe riod of time  during which de pre cia ble  pla nt a nd e quipme nt is  in

service. 12

26

25

A.

A.

A.

A.

12 Nationa l Associa tion of Regula tory Utility Commiss ioners  Public Utility Deprecia tion Practices , Augus t, 1996.
("NARUC Deprecia tion Manua l"), p. 321. Als o, Commis s ion Rule R14-2-l02, which defines  "s ervice life" a s  "the
period between the date an asset is  firs t devoted to public service and the date of its  retirement from service."
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1 Q- What is  deprec iab le  u tility p lan t?

2

3

4

5

6

7

P ublic  utilitie s  re cord the ir pla nt inve s tme nt a c tivity in  the  individua l pla nt a ccounts  s e t-

fo rth  in  th e  Fe d e ra l E n e rg y R e g u la to ry C o m m is s io n 's  ("FE R C ") Un ifo rm  S ys te m  o f

Accounts  ("US OA"). P la nt a dditions , re tire me nts  a nd ba la nce s  a re  ma inta ine d by pla nt

a ccount. An a nnua l a ddition is  the  origina l cos t of pla nt a dde d to the  a ccount during the

ye a r. A re tire me nt is  re corde d in the  pla nt a ccount by re moving the  origina l cos t of a  prior

a ddition whe n s uch pla nt is  re move d from s e rvice . The  pla nt ba la nce  is  wha t is  le ft a t the

8 e nd of a n a ccounting pe riod a fte r a ccounting for a dditions  a nd re tire me nts .

9

10 Q- How is the annual depreciation expense calculated?

11

12

Annua l de pre cia tion e xpe ns e , ca lle d a n a ccrua l, is  ca lcula te d by a pplying a  de pre cia tion

ra te  to pla nt ba la nce s .

13

14 Q- Is the depreciation accrual a cash expense?

15 No. De pre cia tion is  cons ide re d a non-ca s h expense .

16

17 Q- Please explain the distinction between a cash and non-cash expense.

18 A De pre c ia tion  e xpe ns e  is  cons ide re d  a  non-ca s h  a cc rua l. Th is  c o n tra s ts  with  p a yro ll

e xpe ns e , for e xa mple , which involve s  the  curre nt outla y of ca s h. De pre c ia tion e xpe ns e

doe s  not involve  a  s pe c ific  pa yme nt during the  te s t-ye a r. Both de pre c ia tion a nd pa yroll

a re  include d a s  e xpe ns e s  in the  income  s ta te me nt a nd re ve nue  re quire me nt, but no ca s h

flows  out of the  compa ny for de pre cia tion e xpe ns e . Ins te a d of re ducing the  ca s h a ccount

d e p re c ia tio n  e xp e n s e  is  re c o rd e d  o n  th e  in c o m e  s ta te m e n t a s  a n  e xp e n s e  a n d  is

s imulta ne ous ly re corde d on the  ba la nce  s he e t in the  a ccumula te d de pre cia tion a ccount

which is  s hown a s  a n offs e t to pla nt in s e rvice . The  following a ccounting e ntrie s  illus tra te

A.

A.

A.

the  diffe re nce



Amount
Dr. (Cf-)Account Description

403 Depreciation Expense $ 1,000
108 Accumulated Depreciation $ (1,000)

To record depreciation

various Payroll Expense $ 1 ,000
131 Cash $ (1 ,000)

To record payroll expense
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1
3 . n » . v  4 4

8
2

3

4 =
3

§

5

6

8 Q. What is the Accumulated Depreciation account?

9

10

11

12

13

14

15

16

Accumula te d De pre c ia tion, Account 108 in  the  US OA, is  a  re cord of the  pre vious ly

re corde d de pre cia tion e xpe ns e . At a ny point in  time , the  a ccumula te d  de pre c ia tion

a ccount re pre s e nts  the  ne t a ccumula te d a mount of the  origina l cos t of a s s e ts  a nd ne t

s a lva ge  tha t ha s  be e n re cove re d to da te . From a  re gula tory pe rs pe ctive , Accumula te d

Deprecia tion can be  cons ide red a  meas ure  of the  deprecia tion recovered from ra tepayers .

Commis s ion Rule  R14-2-102 de fine s  "a ccumula te d de pre cia tion" a s  "the  s um of the

a nnua l provis ion for de pre cia tion from the  time  tha t the  a s s e t is  firs t de vote d to public

s e rvice ."

17

18 Q- How does depreciation expense impact a utility's revenue requirement?

19 Annual depreciation expense is a cost that is included in a public utility's revenue

20 requirement. Because public utilities tend to be capital intensive, depreciation expense

21 can be  a  s ignificant component of the  utility's  revenue  requirement.

22

23 Q- What is the objective of depreciation expense?

24

25

26

7

A.

A.

A. From a  re gula tory pe rspe ctive , the  obje ctive  of public utility de pre cia tion is  s tra ight-line

capita l recovery. This  is  accomplished by a lloca ting the  origina l cos t of a sse ts  to expense

ove r the  live s  of thos e  a s s e ts  through the  a pplica tion of de pre cia tion ra te s  to  pla nt



Year

Annual
Depreciation

Expense

End-of-Year
Accumulated
Depreciation

1 $ 100,000 $ (100,000
2 $ 100,000 $ (200,000
3 $ 100,000 $ (300,000
4 $ 100,000 $ (400,000)
5 $ 100,000 $ (500,000)
6 $ 100,000 $ (600,000
7 $ 100,000 $ (700,000
8 $ 100,000 $ (800,000)
9 $ 100,000 $ (900,000

10 $ 100,000 $ (1,000,000
TOTAL $ 1,000,000
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ba lances . Additiona lly, ma ny s ta te  re gu la to ry c ommis s ions , inc lud ing  the  ACC, ha ve

a llowe d u tilitie s  to  re cove r th rough the  commis s ion-a u thorize d  de pre c ia tion  ra te s , the

utility's  e s tima te d future  cos t of re mova l, which is  pa rt of the  ne t s a lva ge  compone nt of

the  de pre cia tion ra te s

6 Q Please illustrate how depreciation rates are developed

The  fo llowing ca lcula tion  s hows  a  s tra ight-line  whole -life  de pre c ia tion  ra te  a s s uming a

10-ye a r a ve ra ge  s e rvice  life  a nd a  $1 million pla nt inve s tme nt, a nd the  whole  life  me thod

Ea ch ye a r the  10 pe rce nt de pre cia tion ra te  would be  a pplie d to pla nt in s e rvice  to produce

a n a nnua l de pre cia tion e xpe ns e  a nd a n e ntry to a ccumula te d de pre cia tion

Straight-Line Whole-Life Depreciation Rate
Assuming $1 Million Investment and a 10-Year Life
Depreciation Rate: 100% I 10 Years = 10% Per Year

14 Q- What happens at the end of an asset's life under this scenario

All things  equal, a t the  end of 10 years , the  plant ba lance  will be  100 percent (or $1

million), and the  accumulated deprecia tion balance will a lso be  100 percent (a lso $1

million).

removal/negative net salvage

Th is  e q u a lity is  im p o rta n t to  u n d e rs ta n d in g  is s u e s  re la tin g  to  th e  c o s t o f



Year

Annual
Depreciation

Expense

End-of-Year
Accumulated
Depreciation

Annual
Negative Net

Salvage Charge

FAS 143
Regulatory

Liability
1 $ 100,000 $ (100,000 $ 55,000 $ 55,000
2 100,000$ $ (200,000) $ 55,000 $ (110,000
3 $ 100,000 $ (300,000) $ 55,000 $ (165,000
4 $ 100,000 $ (400,000) $ 55,000 $ (220,000)
5 100,000$ $ (500,000) $ 55,000 $ (275,000
6 $ 100,000 $ (600,000) $ 55,000 $ (330,000
7 100,000$ $ (700,000) $ 55,000 $ (385,000
8 $ 100,000 $ (800,000 $ 55,000 $ 440,000
9 $ 100,000 $ (900,000) $ 55,000 $ (495,000
10 $ 100,000 $ (1 ,000,000) $ 55,000 $ 550,000

TOTAL $ 1,000,000 $ 550,000
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1 Q- What is negative net salvage?

2

fs
J

4

5

6

7

8

9

Negative  ne t sa lvage  is  the  diffe rence  be tween any sa lvage  va lue  and the  cos t of remova l

of the  a sse t a fte r comple tion of its  se rvice  life . If the  cos t of remova l exceeds  the  sa lvage

amount, this  produces  nega tive  ne t sa lvage . In this  te s timony I will use  the  te rns  nega tive

ne t s a lva ge  a nd ne t cos t of re mova l inte rcha nge a bly. The  ra te ma king tre a tme nt of

negative  ne t sa lvage  was ra ised by a  Staff witness  (Mr. Maj ores) as  a  major issue  affecting

utility de pre cia tion ra te s  in a  pre vious  AP S  ra te  ca s e , Docke t No. E-01345A-03-0437.

Ne ga tive  ne t s a lva ge  ca n ha ve  a  s ignifica nt impa ct on a  utility's  de pre cia tion ra te s  a nd

revenue requirement.

1 0

11 Q- What happens if estimated future negative net salvage is included in the calculation?

1 2

1 3

Assume  a  ne ga tive  55 pe rce nt (-55%) ne t s a lva ge  ra tio. The  a bove  whole -life  e xa mple

with a . 55 percent va lue  for negative  ne t sa lvage  is  as  follows:

1 4
Straight-Line Whole-Life Depreciation Rate
Assuming $1 Million Investment, a 10-Year Life
And Negative Net Salvage of 55%
Depreciation Rate: [100% - (-55%)] I 10 Years = 15.5% Per Year

1 5

1 6

1 7

1 8

1 9

A.

A.

In this  example , nega tive  ne t sa lvage  increa se s  the  re sulting whole -life  deprecia tion ra te

from 10 pe rce nt to 15.5 pe rce nt, i.e ., by 55 pe rce nt. This  incre a s e  re s ults  from the

inclus ion of e s tima ted future  ne t cos t of remova l, including es tima ted future  infla tion.
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1 Q~ Pleas e  expla in  the  "FAS 143 Regula tory Liability" column in  the  above  example .

2

3

4

Because  the  Company has  no current lega l obliga tion to pay the  e s tima ted future  infla ted

cos t of remova l (nega tive  ne t sa lvage ) amounts  (i.e ., ha s  no a sse t re tirement obliga tion),

the  excess  amounts  recovered through deprecia tion ra tes  a re  accumula ted in a  regula tory

5 to S ta te me nt of Fina ncia l

6

lia bility a ccount for fina ncia l re porting purpos e s , purs ua nt

Accounting S ta nda rds  No. 143 ("S FAS  l43"). I will e xpla in ce rta in provis ions  in S FAS

7 143 tha t require  such trea tment in more  de ta il la te r in my tes timony.

8

9 Q. Why does negative net salvage increase the depreciation rate?

10

11

12

13

14

It incre a s e s  the  de pre cia tion ra te  be ca us e  ne ga tive  s a lva ge  is , in e ffe ct, a dde d to the

origina l cos t of the  pla nt. Ins te a d of 100 pe rce nt (which re pre s e nts  the  origina l cos t of

a sse ts ), the  numera tor becomes  155 pe rcent. This  is  equiva lent to capita lizing or adding

the  e s tima te d cos t of re mova l to the  origina l cos t of the  a s s e t. In the  a bove  e xa mple ,

ins te a d of re cove ring the  origina l pla nt cos t of $1 million, the  de pre cia tion ra te s  would

re cove r $1.55 million

17 Q- What happens at the end of a plant asset's life under this scenario

18 A

20

A.

A.

The plant ba lance  will be  100 percent but the  sum of the  accumula ted deprecia tion ba lance

a nd the  re gula tory lia bility a ccount will be  155 pe rce nt. Cons e que ntly, unlike  the  "ze ro

ne t s a lva ge  s ce na rio" s hown  a bove , whe n  ne ga tive  ne t s a lva ge  is  inc lude d  in  a

deprecia tion ra te , there  will not be  an equa lity of plant and reserve  a t the  end of an asse t's

life  because  the  Company will have  charged more  deprecia tion than it pa id for the  origina l

cos t of the  a s s e t. Unde r the s e  circums ta nce s , e qua lity will only be  a chie ve d if the

Company actua lly spends additional money a t the  end of the  asse t's  life
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1 Q.

2

Is the Company required to pre-collect from ratepayers estimated future amounts of

money that it might spend at the end of plant useful life?

3

4

5

6

7

8

9

Whe re  the re  is  no le ga l re quire me nt to incur cos t of re mova l, TEP  ha s  no curre nt le ga l

lia bility to s pe nd mone y for e s tima te d future  cos t of re mova l. The  Commis s ion rule s  a t

R14-2-l02(B)(3) require  tha t: "The  cos t of depreciable  plant adjus ted for ne t sa lvage  sha ll

be  dis tribute d in a  ra tiona l a nd sys te ma tic ma nne r ove r the  e s tima te d se rvice  life  of the

pla nt." As  dis cus se d a bove , the  Commiss ion's  rule s  de fine  "ne t s a lva ge " to include  the

cos t of re mova l. Cons e que ntly, I conclude  tha t the  Commis s ion's  rile s  re quire  cos t of

remova l to be  included in the  utility's  deprecia tion ra te s .

1 0

1 1 Q-

1 2

1 3

If the Company does incur an obligation at the end of an asset's service life that

requires spending money for removal, can the Company take the money out of

accumulated depreciation?

14 No . Accumula te d De pre cia tion is  a n unfunde d a ccount. Eve n though the  Compa ny

1 5

1 6

1 7

colle cte d mone y from ra te pa ye rs  for future  re mova l cos t tha t ha d be e n include d in pa s t

deprecia tion ra te s , it will have  a lready spent tha t money on wha teve r it chose  in the  pas t:

sa laries , dividends, e tc.

1 8

19 Q. Pleas e  expla in the  concept of remaining life  deprec ia tion.

20

2 1

22

The  re ma ining life  te chnique  is  s imila r to the  whole -life  te chnique , but it incorpora te s

a ccumula te d de pre cia tion into the  nume ra tor of the  e qua tion, a nd the  de nomina tor

becomes the  remaining life  ra ther tha t the  whole  life  of the  asse t.

23

A.

A.

A.



Year

Annual

Depreciation
Expense

End-of-year
Accumulated
Depreciation

3 $ (300,000
4 $ 100,000 $ (400,000
5 $ 100,000 $ (500,000
6 $ 100,000 $ (600,000
7 $ 100,000 (700,000)$
8 $ 100,000 $ (800,000
9 $ 100,000 $ (900,000
10 $ 100,000 $ (1,000,000

TOTAL $ 700,000
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1 Q- What happens when accumulated depreciation is incorporated into the numerator of

2 the basic depreciation calculation?

3

4

If the  10-ye a r a s se t is  3 ye a rs  old, its  re ma ining life  would be  7 ye a rs  (10 .-. 3 = 7). The

accumula ted deprecia tion account would be  30 percent of the  origina l cost because  the  10

5

6

pe rcent deprecia tion ra te  would have  been applied for three  yea rs  (3 x 10% = 30%). The

remaining life  deprecia tion ra te  would then be  10 percent, ca lcula ted as  follows:

7

Straight-Line Remaining-Life Depreciation Rate
Assuming $1 Million Investment and a 10-Year Life
Depreciation Rate: [100% - 30%] I [10 - 3 Years] = 10% Per Year

8

9

1 0

1 1

Unde r the  e xa mple  with  the  a s s ume d  55  pe rc e n t ne ga tive  ne t s a lva ge , a nd  a  7~ye a r

re ma ining life , the  re s ults  would be  a  15.5 pe rce nt de pre cia tion ra te , a s  s hown be low:

1 2

A.



Year

Annual
Depreciation

Expense

End-of~Year
Accumulated
Depreciation

Annual
Negative Net

Salvage Charge

FAS 143
Regulatory

Liability
3 $ (300,000) $ (165,000)
4 $ 100,000 $ (400,000 $ 55,000 $ (220,000
5 $ 100,000 $ (500,000 $ 55,000 $ (275,000
6 $ 100,000 $ (600,000 $ 55,000 $ (330,000
7 $ 100,000 $ (700,000 $ 55,000 $ 385,000
8 $ 100,000 $ (800,000 $ 55,000 (440,000$
g $ 100,000 $ (900,000) $ 55,000 $ (495,000
10 $ 100,000 $ (1,000,000) $ 55,000 $ (550,000

TOTAL 8 700,000 $ 385,000
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Straight-Line Remaining-Life Depreciation Rate
Assuming $1 Million Investment, a 10-Year Life
And Negative Net Salvage of 55%
Depreciation Rate: [(100% - (-55%)) - (3 x 15.5%)] I [10 - 3 Years] = 15.5% Per Year
Depreciation Rate: l(108.5%l 1 l [7 Yearsl = 15.5% Per Year

1

2

3 Q-

4

Why would the whole-life depreciation rate in the example with negative net salvage

and the remaining life depreciation rate in the negative net salvage example both be

5 15.5 percent?

6 In these examples, the remaining life depreciation rate and the whole-life depreciation

7

8

9

10

ra te s  a re  the  s a me  (l5 .5  pe rce n t) be ca us e  I ha ve  a s s ume d  tha t the  a ccumula te d

de pre cia tion a ccount is  in ba la nce . In  o the r words , ba s e d on a  continua tion of the

funda me nta l pa ra me te rs , i.e ., the  10-ye a r s e rvice  life  a nd the  ne ga tive  55 pe rce nt ne t

sa lvage  ra tio, exactly the  right amount of deprecia tion has  been cha rged and collected in

the past

13 Q What would happen if either of these fundamental parameters were to change

14

A.

A If e ithe r the  se rvice  life  or ne t sa lvage  pa rame te r changes  during the  life  of the  plant, the

a ccumula te d de pre cia tion a ccount will be  out of ba la nce , a nd the  re ma ining life  ra te  will

be  e ithe r highe r or lowe r tha n the  whole -life  ra te  de pe nding on the  dire ction of the

imba lance . Tha t is  because  the  Company will have  collected e ithe r too much deprecia tion

or not e nough de pre cia tion in the  pa s t, give n the  curre nt e s tima te s  of live s  or future  ne t

sa lva ge . The  diffe re nce  be twe e n the  a ctua l a mount re cove re d, a s  include d in the  book
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1

2

deprecia tion re se rve , and a  theore tica l e s tima te  of wha t should be  in the  book re se rve , is

ca lled a  "re se rve  imba lance ." The  rema ining life  technique  is  often used to dea l with such

3 reserve  imbalances.

5 Q-

6

Since the last revision to the Commission's rules regarding the treatment of

depreciation, has a significant accounting pronouncement been issued?

7 Yes. As noted above , it appears  tha t the  Commiss ion's  mules  concerning the  trea tment of

8 de pre cia tion we re  la s t re vis e d a nd be ca me  e ffe ctive  April 9, 1992. Since that date,

9

1 0

11

12

ge ne ra lly a cce pte d a ccounting principle s  ("GAAP"), spe cifica lly SFAS 143, highlight the

a mounts  a s s ocia te d with e s tima te d future  cos t of re mova l for which no curre nt le ga l

obliga tion e xis ts  a nd re quire  tha t the y be  re porte d a s  Re gula tory Lia bilitie s  for fina ncia l

re porting purpose s . A re gula tory lia bility ca n be viewed as an amount owed to ra tepayers.

1 3

1 4 Q- What is  SFAS 143?

15

1 6

17

1 8

1 9

20

2 1

22

23

24

The  Fina ncia l Accounting S ta nda rds  Boa rd ("FASB") is  a  s ta nda rds -se tting body for the

public a ccounting profe s s ion. In  J une  2001, the  FAS B promulga te d  S ta te me nt of

Financia l Accounting S tanda rds  No. 143 ("FAS l43"). This  pronouncement addresses  the

a ppropria te  a ccounting for long-live d a s se ts . It is  e ffe ctive  for a ll fis ca l ye a rs  be ginning

a fte r J une  15, 2002. Howe ve r, e a rlie r a pplica tion wa s  e ncoura ge d. P urs ua nt to S FAS

143, a ll compa nie s , both unre gula te d (e .g., Wa lma rt) a nd re gula te d (e .g., TEP ) mus t

re vie w a ll of the ir long-live d a s s e ts  to de te rmine  whe the r or not the y ha ve  a ctua l le ga l

obliga tions  to re move  re tire d a s se ts . For some  pla nt a nd e quipme nt, compa nie s  ha ve  a

lega l obliga tion to remove  the  a sse t a t the  end of the  se rvice  life . These  lega l obliga tions

for future  re mova l a re  ca lle d a sse t re tire me nt obliga tions  ("AROs"). For othe r a sse ts , no

25 such obliga tion exis ts .

26

4

A.

A.
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1

3

4

5

If a  compa ny doe s  ha ve  a n ARO, the  fa ir va lue  of the  future  re tire me nt cos t, which is

de te rmined using ne t present va lue  techniques, is  considered to be  part of the  origina l cost

of the  a s s e t. Tha t ARO is  the re fore  ca pita lize d (include d in  the  orig ina l cos t) a nd

de pre cia te d ove r the  life  of the  a s se t. In e s se nce , if a  Compa ny incurs  a  le ga l lia bility to

spend money to remove  an asse t a t the  end of its  life , tha t liability is  pa rt of the  cos t of the

6 asset.

7

8

9

10

11

In contra s t, if a  company does not have  such lega l obliga tions , the  future  cos t of remova l

will not be  ca pita lize d a s  pa rt of the  a s se t cos t a nd will not be  include d in de pre cia tion

e xpe ns e . Only the  initia l cos t of the  a s s e t (which doe s  not include  e s tima te d infla te d

future  cos t of remova l for which no current liability exis ts ) will be  deprecia ted.

12

13

14

15

16

At the  e nd of the  a s s e t's  life , for a s s e ts  without AROs , the  a ccumula te d de pre cia tion

account will equa l the  plant ba lance . In othe r words , unde r SFAS 143, the re  is  symmetry

be tween a sse ts  with and without AROs. In both ca se s , the  accumula ted deprecia tion will

equal the  origina l cost of the  asse t a t the  end of its  life .

17

18 Q- How are AROs measured?

19 AROs are  measured a t the ir ne t present va lue , not the ir infla ted future  va lue .

20

21 Q How are  AROs  recorded for accounting purpos es ?

22

23

24

25

26

2

A.

A. As s ta ted above , AROs a re  capita lized a s  a  cos t of the  re la ted a sse t and s imultaneous ly

re corde d a s  a  lia bility for thos e  compa nie s  with a  le ga l obliga tion to re move  a  re tire d

asse t. To illus tra te , a ssuming an ARO of 8500, the  $500 would be  debited (i.e ., added) to

pla nt a rid s imulta ne ous ly cre dite d (i.e ., a dde d) to the  re gula tory lia bility a ccount. Ea ch

year, as  the  liability increases due  to infla tion, the  increase  is  charged to accre tion expense
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1

2

and credited to the  liability, but the  a sse t va lue  rema ins  the  same . In othe r words , jus t a s

the  original cost of the  asset does not increase , neither does the  capita lized asset re tirement

3 cost.

4

5 Q- What happens if a company does not have an asset retirement obligation pursuant to

SFAS 143?6

7 A. If a  company does  not have  such obliga tions , the  es timated future  infla ted cos t of remova l

is  not cons ide re d a s  a  cos t of the  a s s e t. a nd the re fore  it will not be  include d in  the

company's  deprecia tion expense  on its  gene ra l purpose  financia l s ta tements . SFAS 143

the re fore , unbundle s  ne t sa lvage  from deprecia tion ra te s . It does  this  in two ways : (1) by

incorpora ting the  ne t present va lue  of an ARO in the  cos t of the  a sse t, or (2) by excluding

non-AROs from the  deprecia tion ra te  ca lcula tions

14 Q What is  the  accounting impac t of SFAS 143 for e lec tric  utilities ?

15 A Under GAAP, e lectric utilitie s  a re  required to review a ll of the ir a sse ts  to de te rmine  if they

ha ve  a ny AROs. If a  utility ha s  a ny AROs, the y a re  ca pita lize d. Pa ra gra ph B73 of SFAS

143 provide s  a n  e xce ption for re gula te d utilitie s , which a llows  the m to  continue  to

incorpora te  ne t s a lva ge  fa ctors  ("non-le ga l AROs") in de pre cia tion ra te s  e ve n if the y do

not ha ve  AROs . Utilitie s  a re  a ls o re quire d to de te rmine  the  a mount of a ny prior cos t of

re mova l colle ctions  re la ting to  non-AROs  tha t is  now include d in  the ir a ccumula te d

deprecia tion accounts , and recla ss ify the se  and any such future  cha rges  a s  a  regula tory

lia bility in  the ir fina ncia l s ta te me nts . In  othe r words , e ve n with the  pa ra gra ph B73

exception, SFAS 143 provides transparency through reporting disclosure  requirements
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1 Q- What is the impact of SFAS 143 on electric regulatory accounting?

2 FERC a ddre s s e d S FAS  143 in Docke t RM02-7-000 which re s ulte d in Orde r No. 631.

3

4

5

6

7

8

9

1 0

1 1

1 2

FERC Orde r 631 e sse ntia lly a dopts  SFAS 143 a nd inte gra te s  it into the  Uniform Sys te m

of Accounts . Utilitie s  a re  re quire d to re vie w the ir long-live d a s s e ts  to de te rmine  if the y

ha ve  a ny AROs . Whe re  utilitie s  do not ha ve  AROs , a ny cha rge s  for such a mounts  mus t

be  se pa ra te ly ide ntifie d. FERC Orde r 631 de fine s  cos t of re mova l a llowa nce s  for which

the re  is  no le ga l a s se t re tire me nt obliga tion, a s  "non-le ga l re tire me nt obliga tions ." P a s t

and future  "non-lega l AROs" mus t be  specifica lly identified and accounted for sepa ra te ly

in the  de pre cia tion s tudie s , de pre cia tion e xpe ns e  a nd the  a ccumula te d de pre cia tion

a ccount. In Orde r 631, FERC ma inta ins  the  tra nspa re ncy re sulting from the  "se pa ra tion

principle " for non-le ga l AROs  tha t wa s  e s ta blis he d in  pa ra gra ph B73 of S FAS  143.

Paragraph 38 of Order 631 expla ins  FERC's  new requirements  for non-lega l AROs:

13

1 4

1 5

1 6

1 7

1 8

1 9

2 0

2 1

2 2

2 3

2 4

"Instead we will require jurisdictional entities to maintain separate
subsidiary records for east of removalfor non-legal retirement obligations
that are included as specific identif iable allowances recorded in
accumulated depreciation in order to separately identity such information
to facilitate external reporting and for regulatory analysis, and rate setting
purposes. Therefore, the Commission is amending the instructions of
accounts 108 and 110 in Parts 101, 20] and account 31, Accrued
depreciation -. Carrier property, in Part 352 to require jurisdictional
entities to maintain separate subsidiary records for the purpose of
identqying the amount of speey'ic allowances collected in rates for non-
legal retirement obligations included in the depreciation aeeruals.

25

26 Q- Does FERC provide any additional insight as to the interpretation of these new

27 rules ?

2 8 Yes, a t paragraph 39 of the  order, FERC sta tes:

2 9

3 0

3 1

3 2

A.

A.

"Jurisdictional entities must identy§/ and quanta;§ in separate subsidiary
records the amounts, if any, of previous and current accumulated removal
costs for other than legal retirement obligations recorded as part of the



Direct Testimony of Ralph C. Smith
Docket No. E-01933A-07-0402 et al
Page 102

1
2
3
4
5
6
7
8
9

depreciation accrual in accounts 108 and 110 for public utilities and
licensees, account 108 for natural gas companies, and account 31 for oil
pipeline companies. If jurisdictional entities do not have the required
records to separately identu§/ such prior accruals for specie identu'iable
allowances collected in rates for non-legal asset retirement obligations
recorded in accumulated depreciation, the Commission will require that
tnejurisdictional entities separately ia'enty§/ and quanta prospectively the
amount of current accruals for specy'ic allowances collected in rates for
non-legal retirement obligations. "

10

11 Q-

12

Does FERC make any policy calls concerning the appropriate treatment of the

disposition of prior and future collections contained in these separate allowances?

13

1 4

15

No. As indicated at paragraph 64 of the Order, FERC declined to make such calls on a

policy basis. Rather, FERC will resolve the appropriate treatment of the dispositions of

prior and future collections on a case-by-case basis.

16

17 Q-

18

Does FERC's Order require anything new or more with respect to its requirement

for detailed depreciation studies?

19 No. At paragraph 65 of the Order, FERC states that:

20

2 1
22
23
2 4
25
26
27

" this rule requires nothing new and nothing more with respect to the
requirement for a detailed study. Complex depreciation and negative
salvage studies are routinely fled or otherwise made available for review
in rate proceedings. When utilities perform depreciation studies, a certain
amount of detail is expected. It is incumbent upon the utility to provide
su cient detail to support depreciation rates, cost of removal, and salvage
estimates in rates. "

28

29 Additionally, footnote 45 states:

30

31
32
33
34

"When an electric utility jiles for a change in its jurisdictional rates, the
Commission requires detailed studies in support of changes in annual
depreciation rates if they are detent from those supporting the utility's
prior approvedjurisdietional rate. "

35

A.

A.
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1

2

3

Thus , FERC recognizes  dis tinctions  be tween lega l and non-lega l AROs jus t a s  SFAS 143

re cognize s  thos e  dis tinctions . On a  going-forwa rd ba s is , juris dictiona l e ntitie s  mus t be

pre pa re d to s pe cifica lly ide ntify a nd jus tify a ny non-le ga l A.ROs  tha t the y propos e  to

include  in ra te s .4

5

6 Q- Has  TEP implemented  SFAS 143?

7

8

Ye s . The  Compa ny ha s  imple me nte d S FAS  143. I ha ve  pre vious ly de scribe d how TEP

imple me nte d S FAS  143 with  re s pe ct to  cos t of re mova l tha t ha d be e n re corde d in

9 Accumula te d De pre cia tion by TEP  with re s pe ct to its  ge ne ra tion a s s e ts . For TEP 's

1 0 tra ns mis s ion , d is tribu tion  a nd  ge ne ra l p la n t a s s e ts , cons is te n t with  a dopting  th is

11

12

1 3

1 4

accounting principle  for financia l reporting purposes , TEP  recla ss ified prior yea r remova l

cos ts  of approxima te ly $80 million previous ly included in accumula ted deprecia tion to the

liability for asse t re tirements  and removals  in its  Ba lance  Shee ts . As described on page  K-

65 of TEP 's  2006 S EC Form 10-K (Exhibit KGK-l to Ms . Kis s inge r's  dire ct te s timony) ;

1 5

1 6

1 7

1 8

1 9

2 0

2 1

2 2

2 3

2 4

2 5

2 6

TEP has various transmission and distribution lines that operate under
land leases and rights of way that contain end dates and restorative
clauses. TEP operates its transmission and distribution lines as zfthey will
be operated in perpetuity and would continue to be used or sold without
land remediation. As a result, TEP is not recognizing the costs of final
removal of the transmission and distribution lines in the financial
statements. As ofDeeember 31, 2006, TEP had accrued$80 million for the
net cost of removal for the interim retirements from its transmission,
distribution and general plant. As of December 31, 2005, TEP had
accrued $75 million for these removal costs. The amount is recorded as a
regulatory liability.

A.

Whe n initia lly a dopting S FAS  143, compa nie s  s uch a s  TEP , re cla s s ifie d for fina ncia l

s ta te me nt re porting purpos e s  the ir a ccumula te d cos t of re mova l for which the re  is  no

current lega l obliga tion for remova l, from Accumula ted Deprecia tion and reported this  a s

a  Re gula tory Lia bility
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1 Q-

2

Are  the  "cos ts  of remova l" tha t were  rec la s s ified  a s  a  regula tory liability for financ ia l

reporting purpos es  the  res ult of TEP's  pas t deprec ia tion ra tes ?

3

4

5

Es s e ntia lly, ye s . S imila r to mos t utilitie s , TEP 's  pa s t de pre cia tion ra te s  ha ve  include d

ne ga tive  ne t sa lva ge . This  ha s  re sulte d in TEP  pre -colle cting from ra te pa ye rs  e s tima te d

fu tu re  cos ts  o f re mova l fo r non -le ga l AROs , wh ich  unde r S FAS  143 , ha ve  be e n

6 recla ss ified for financia l reporting purposes  a s  a  regula tory liability.

7

8

9

10

11

12

P la nt a nd e quipme nt a re  re tire d from se rvice  a t the  e nd of the ir use ful live s . S ome time s

the  re tired plant and equipment may be  phys ica lly removed and can be  re sold for va lue .

This  is  ca lled gross  sa lvage . The  cos t of remova l ne t of the  va lue  rece ived for the  sa lvage

constitutes  ne t sa lvage . In more  technica l te rms, gross  sa lvage  is  the  amount recorded for

the  prope rty re tire d due  to the  s a le , re imburs e me nt, or re us e  of the  prope rty. Cos t of

re mova l is  the  cos t incurre d in  conne ction with  the  re tire me nt from s e rvice  a nd the13

14 As  dis cus s e d a bove , ne t s a lva ge  is  the  diffe re nce

15

dis pos ition of de pre cia ble  pla nt.

between gross sa lvage and cost of removal.

16

17 Q, Are ne t s a lvage  ra tios  inc luded in the  Company's  deprec ia tion ra te  ca lcula tions ?

18 Yes. Subs tantia l nega tive  ne t sa lvage  ra tios  a re  included in seve ra l of TEP 's  deprecia tion

19 ra te s . The  inclus ion of nega tive  future  ne t sa lvage  ra tios  in TEP 's  proposed deprecia tion

20

21

22

23

ra te s  re sult in deprecia tion ra te s  tha t a re  s ignificantly highe r in many ins tances  than if no

cos t of re mova l ha d be e n include d. As  note d a bove , the  inclus ion of ne t s a lva ge  in

de pre c ia tion  ra te s  a ppe a rs  to  be  cons is te n t with  pa s t p ra c tice s  o f the  u tility a nd

Commiss ion, and appea rs  to be  required by Commiss ion mle  R14-2-l02(B)(3).

24

A.

A.



Dire c t Te s timony of Ra lph C. S mith
Docke t No. E-01933A-07-0402 e t a l
Page  105

1 Q- Do TEP's proposed depreciation rates include estimated future removal costs?

2 Ye s . As  note d a bove , TEP 's  propos e d de pre cia tion ra te s  include  e s tima te d future  re mova l

3

4

Cos ts , inc luding e s tima te d future  infla tion. TEP  ha s  done  this  by inc luding ne ga tive  ne t

s a lva ge  ra tios  in  the m a n y,  b u t  n o t  a ll,  o f itsde ve lopme nt of de pre c ia tion  ra te s  for

5 depreciable  plant a s s e ts .

7 Q»

8

Where does TEP develop its estimated future costs of removal that are included in its

proposed depreciation rates?

9

1 0

11

These  a re  deve loped in Mr. Ka te regga 's  Attachment KAK-1, on S ta tement D (average  ne t

s a lva ge ), S ta te me nt E (pre se nt a nd propose d pa ra me te rs ) of those  a tta chme nts . As

expla ined on pages 13-14 of the  deprecia tion study:

12

13
14
15
16
17
18

Average net salvage rates for the distribution function and depreciable
general plant accounts were estimated using direct dollar weighting of
historical retirements with the historical net salvage rate, and future
retirements (i.e., surviving plan with the estimated future net salvage rate.
The computation of the estimated average net salvage rates is shown in
Statement D.

1 9

20

2 1

As  note d e ls e whe re  in  my te s timony, TEP 's  propos e d de pre c ia tion ra te s  for ge ne ra tion

pla nt do not include  a  compone nt for ne t s a lva ge .

22

23 Q-

24

Did  you request  T EP to  provide i ts actual east of removal  and net salvage

information by plant account?

25 Ye s . This  wa s  re que s te d in da ta  re que s t S TF 1.34 for ye a rs  1999 through 2006.

26

6

A.

A.

A.
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1 Q.

2

What did TEP state in response to Staff's request for the actual cost of removal

information by plant account?

3 In  TEP 's  re s pons e  to  S TF 1 .34 , the  Com pa ny s ta te d  tha t: "P le a s e  s e e  the  re s pons e  to  S TF

4 1.5 .77

5

6 Q-

7

Have you made a comparison of how much TEP's proposed depreciation rates would

collect annually for estimated future cost of removal with the Company's recent

8 actual cos t of removal?

9 No. During the  course  of my ana lys is , I s ta rted to make  such a  comparison, but concluded

10

11

12

13

14

tha t it was not necessary for purposes Of this  case  because  the  Commission's  rules a t R14-

2-102 re quire  ne t s a lva ge  to be  include d in the  de ve lopme nt of the  utility's  de pre cia tion

ra te s , S ince  I a m not re comme nding a n a djus tme nt to re fle ct a n a lte ra tive  tre a tme nt of

cos t of re mova l in this  ca se , the  compa ra tive  ca lcula tion re la te d to qua ntifying such a n

a djus tme nt wa s  not purs ue d a s  it would ha ve  be e n if a n a djus tme nt to the  Compa ny's

15 approach was being recommended.

16

17 Q-

18

Has the approach to including net salvage in depreciation rates that is described in

the Commission's rules been widely used in the utility industry?

19

20

2 1

Ye s . Ma ny re gula te d utilitie s  ha ve  us e d this  a pproa ch. It is  e ve n a ddre s s e d in the

NARUC's  1996  P ublic  Utilitie s  De pre cia tion  P ra ctice s  Ma nua l a s  a  re comme nde d

approach. On the other hand, the  same NARUC Manual a t page 157 also sta tes:

22

23

24

25

26

27

28

29

A.

A.

A.

"Some commissions have abandoned the above procedure [gross salvage
and cost of removal reflected in depreciation rates] and moved to current-
period accounting for gross salvage and/or cost of removal. In some
jurisdictions gross salvage and cost of removal are accounted for as
income and expense, respectively, when they are realized. Other
jurisdictions consider only gross salvage in depreciation rates, with the
cost of removal being expensed in the year incurred "
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1 Q- In  yo u r o p in io n , is  th e re  a  re a s o n a b le  a lte rn a tive  to  th a t a p p ro a c h ?

2

3

4

Ye s . Ins te a d of incorpora ting e s tima te d future  cos t of re mova l a long with e s tima te d future

infla tion into de pre cia tion ra te s , providing a  norma lize d le ve l of re mova l cos t a s  a  curre nt-

pe riod e xpe ns e  is  a  re a s ona ble  a lte ra tive  for ra te ma king purpos e s , in my opinion.

5

6 Q- Does the NARUC Manual indicate that some utility commissions are using this

7 a lte r a c tive  a pproa c h?

8 Ye s . The  NARUC Ma nua l a t pa ge  158 s ta te s  tha t:

9

10
11
12
13
14
15
16
17
18

Ir is frequently the case that net salvage for a class of property is negative,
that is, east of removal exceeds gross salvage, This circumstance Nas
increasingly become dominant over the past 20 to 30 years; in some cases
negative net salvage even exceeds the original east of plant. Today few
utility plant categories experience positive net salvage; this means that
most depreciation rates must be designed to recover more than the original
cost of plant. The predominance of this circumstance is another reason
wry some utility commissions nave switched to current period accounting
for gross salvage and, particularly, east of removal.

19

20 Q- Could the approach of including a cost-of-removal component in depreciation rates

result in accumulated depreciation exceeding the original cost of plant in service

22

A.

A.

A Ye s . One  o f the  me c ha n ic a l p rob le ms  with  s uc h  a n  a pproa c h , whic h  TEP  a pp lie d  to

Dis tribu tion  a nd  Ge ne ra l P la n t (bu t no t to  Ge ne ra tion  P la n t),  is  tha t it c a n  re s u lt in  a

de pre c ia tion re s e rve  a c tua lly e xce e ding the  gros s  pla nt ba la nce . Tha t is  be ca us e  the

de pre c ia tion ra te s  propos e d by TEP  for dis tribution a nd ge ne ra l pla nt inc lude  e s tima te d

future  cos t of re mova l, a nd the re fore  produce  highe r de pre cia tion ra te s  tha n a re  ne ce s s a ry

to  fu lly de pre c ia te  the  o rig ina l cos t o f the  p la n t. The re fo re , a t the  e nd  o f its  life ,  the

a ccumula te d de pre cia tion a ccount e xce e ds  the  pla nt a ccount ba la nce . Re fe mlng ba ck to

the  hypothe tica l illus tra tion tha t pre s e nte d e a rlie r, with a  55 pe rce nt ne ga tive  ne t s a lva ge

a s s umption, a t the  e nd of the  l0-ye a r a s s ume d us e ful life , the  utility ha s  re corde d $1.55
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1

2

3

million  in  de p re c ia tion  on  a  de p re c ia b le  a s s e t o f $1  million . During  the  p la n t's

depreciable  life , the  utility had no a sse t re tirement obliga tion, but it would have  colle cted

an extra  $550,000.

4

5 Q- How should the allowance for cost of removal be calculated?

6

7

8

9

Be ca us e  the  Commis s ion's  rule s  a t R14-2-102 in the ir curre nt form cle a rly re quire  the

inclus ion of ne t sa lva ge  in the  de ve lopme nt of the  utility's  de pre cia tion ra te s , a nd this  is

what TEP has  done  with Dis tribution and Genera l P lant (but not to Genera tion P lant), I am

not in this  proce e ding re comme nding a n a lte rna tive  for TEP 's  Dis tribution a nd Ge ne ra l

1 0 pla nt. We re  it not for thos e  rule s , I be lie ve  the re  is  s ubs ta ntia l me rit in the  a lte rna tive

1 1

1 2

1 3

1 4

recommended by the  witness  for S ta ff in the  prior APS ra te  case  cited above , which would

provide  for a  norma lized a llowance  for cos t of remova l based on the  ave rage  of the  most

re ce nt five  ye a rs  worth of a ctua l ne t s a lva ge  a ctivity. Es se ntia lly, the  cos t of re mova l is

treated just as any other normalized operating expense.

1 5

1 6

1 7

1 8

1 9

20

2 1

with respect to Genera tion P lant, because  ne ither TEP 's  current deprecia tion ra tes , nor its

proposed deprecia tion ra tes  re flect a  component for es timated future  cost of removal, such

ra te s  ha ve  no t be e n  de ve lope d  in  a ccorda nce  with  the  gu ida nce  p rovide d  in  the

Commis s ion 's  de pre c ia tion  ru le s , c ite d  a bove . Cons e que ntly, TEP 's  propos e d

de pre cia tion ra te s  for Ge ne ra tion P la nt s hould be  re je cte d. TEP 's  De ce mbe r 31, 2006

ba la nce  of Accumula te d De pre cia tion is  a ls o s ubs ta ntia lly unde rs ta te d, due  to TEP 's

22

23

applica tion of deprecia tion ra te  changes to Genera tion Plant tha t have not been authorized

by the  Commis s ion . I ha ve  a ddre s s e d  the  ne e de d  a d jus tme nt to  Accumula te d

24 Deprecia tion previous ly in my te s timony.

25

A.
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1 Q-

2

Are you aware of whether other regulatory commissions use that alternative

approach for utility recovery of cost of removal?

3

4

5

6

7

Yes . A live -yea r ave rage  ne t sa lvage  a llowance  approach has  been used for many yea rs

by the  P e nns ylva nia  P ublic  Utility Commis s ion . In re ce nt ye a rs , s ome  othe r s ta te

regulatory commissions have used similar approaches that exclude estimated Culture  cost of

removal from the  deve lopment of deprecia tion ra tes , and provide  an a llowance  for the  cost

of removal based on an average  of a  utility's  actua l incurred cost.

8

9 Q- What are the advantages of that approach?

1 0

11

12

1 3

1 4

1 5

The  Eve -ye a r rolling a ve ra ge  for re cove ry of cos t of re mova l provide s  a  re a s ona ble

me thod for a ddre s s ing this  controve rs ia l a s pe ct of de pre cia tion. TEP 's  propos e d

de ve lopme nt of de pre cia tion ra te s  e s s e ntia lly tre a ts  e s tima te d future  cos ts  of re mova l

(including e s tima ted future  infla tion) a s  a  current pe riod expense , even when the re  is  no

current lega l obliga tion to incur such cos t. In contra s t with TEP 's  approach, a  norma lized

with the  ge ne ra lly a cce pte d a ccounting

1 6

e xpe nse  a llowa nce  a pproa ch be tte r conforms

principle s  a rticula ted in SFAS 143 by not trea ting e s tima ted infla ted future  remova l cos ts

1 7

1 8

1 9

20

2 1

22

as  if they were  a  current obliga tion and a  current expense . Additiona l advantages  offe red

by the  norma lized expense  a llowance  approach include  tha t it is  s imple , s tra ight-forward

and easy to implement, provides  an opportunity for the  Company to recover a  normalized

a llowa nce  for cos t of re mova l ba se d on re ce nt a ctua l cos t, a nd a voids  cha rging curre nt

cus tome rs  for e s tima te d future  infla tion. Howe ve r, the  Commiss ion's  rule s  a t R14-2-102

in the ir present s ta te  would appear to preclude  this  a lte ra tive  for purposes  of this  case .

23

24

25

26

A.

A.

Rule  R14-2-102 is  a  rule  of gene ra l applicability to e lectric utilitie s  in the  s ta te  of Arizona .

Because  I be lieve  there  is  no compelling reason to trea t cost of removal (where  there  is  no

curre n t ob liga tion  to  incur s uch  cos t) d iffe re n tly from o the r norma lize d  ope ra ting



Dire ct Te s timony of Ra lph C. S mith
Docke t No. E-01933A-07-0402 e t a l
Page 110

1

2

expenses , I recommend tha t the  Commiss ion consider amending Rule  R14-2-102 to a llow

trea tment of cos t of remova l in the  manner recommended by S ta ff s  consultant in the  prior

3 APS rate case.

4

5 Q~ Should the depreciation rates proposed by TEP be adopted for use in this case?

6

7

8

9

1 0

11

1 2

1 3

1 4

1 5

1 6

Ye s , in pa rt a nd no, in pa rt. The  de pre cia tion ra te s  propos e d by TEP  pre s e nte d in Dr.

Ka te re gga 's  Atta chme nt KAK-1 for pla nt othe r tha n ge ne ra tion pla nt should be  a dopte d

for us e  in this  ca s e . Thos e  de pre cia tion ra te s  propos e d by TEP  we re  de ve lope d in a

ma nne r tha t is  ge ne ra lly cons is te nt with the  Commis s ion's  rule s  for de pre cia tion ra te s .

My re vie w of the  de ta ils  p rovide d  in  Dr. Ka te re gga 's  Atta chme nt KAK-l a nd  o the r

information indica tes  tha t those  new ra tes  proposed by TEP for plant other than genera tion

plant a re  cons is tent with indus try accepted deprecia tion practice s . As  noted above  in my

te s timony, the  ne t cha nge  in  pe rce nta ge  te rms  re s ulting from TEP 's  propos e d ne w

de pre cia tion ra te s  for dis tribution a nd ge ne ra l pla nt is  a  de cre a s e  of a pproxima te ly

$14283 million a nd $3.626 million, ne t of a n incre a se  for ne t s a lva ge  of $2.603 million,

for a  ne t decrease  of $15306 million.

1 7

1 8

1 9

20

Concerning TEP 's  proposed deprecia tion ra tes  for genera tion plant, such ra tes  have  been

impa cte d by TEP 's  a doption of FAS 143 a s  of Ja nua ry 1, 2003, a s  we ll a s  by a  se rie s  of

de pre cia tion ra te  cha nge s  tha t TEP  imple me nte d unila te ra lly be twe e n ra te  ca s e s , a nd

2 1 without Commis s ion a pprova l. Conse que ntly, TEP 's  propose d de pre cia tion ra te s  for

22

23

24

25

26

A.

ge ne ra ting pla nt should be  re je cte d. It ma y be  poss ible  during the  course  of this  ca se  to

deve lop new deprecia tion ra te s  for TEP 's  gene ra tion plant tha t would be  appropria te  for

us e  pros pe ctive ly unde r the  cos t-of-s e rvice  me thodology. In orde r to a ccomplis h this ,

howe ve r, TEP  mus t provide  S ta ff with re que s te d infonna tion, including the  infonna tion

re que s te d in da ta  re que s t LA 21.9, in orde r to de te rmine  TEP 's  ba la nce  of Accumula te d
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1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

De pre cia tion a t De ce mbe r 31, 2006, without the  impa cts  of TEP 's  de pre cia tion ra te

changes  tha t we re  not authorized by the  Commiss ion. Additiona lly, a  cos t of remova l/ne t

s a lva ge  compone nt s hould  be  include d , purs ua nt to  the  guida nce  provide d  in  the

Commiss ion's  de pre cia tion rule s . If TEP  is  coope ra tive  in this  e nde a vor, pote ntia lly ne w

deprecia tion ra te s  for TEP 's  gene ra tion a sse ts  to be  applied by TEP prospective ly in this

case  could be  deve loped tha t S ta ff could endorse . If TEP is  not coopera tive  in deve loping

such new ra tes , however, the  deprecia tion ra tes  proposed by TEP for genera tion should be

re je cte d, a nd TEP 's  de pre cia tion ra te s  for ge ne ra tion a s s e ts  would re ve rt to  thos e

previous ly approved by the  Commiss ion in Decis ion No. 59594. Those  ra te s  did include  a

cos t of remova l provis ion for TEP 's  gene ra tion plant. If reve rs ion to the  deprecia tion ra te s

for gene ra tion plant previous ly authorized in Decis ion No. 59594 occurs  for the  plant tha t

exis ted a t the  time of tha t decis ion, S ta ff recommends tha t TEP a lso be  ordered to prepare

a nd file  a  re vis e d de pre cia tion s tudy, us ing the  a djus te d Accumula te d De pre cia tion

ba la nce  from this  ca s e , a nd including a n a ppropria te  provis ion for e s tima te d cos t of

re mova l, within one  ye a r of the  Commis s ion's  fina l orde r in this  ca s e . Ne w ra te s  for

TEP's  Genera tion Plant should become effective  in TEP's  next base  ra te  proceeding.

17

18 Q Do you have any other recommendations concerning the depreciation rates proposed

by TEP?

20 A Ye s . Ea ch of the  ne w de pre cia tion ra te s  propose d by TEP  should be  cle a rly broke n out

be twe e n (1) a  se rvice  life  ra te  a nd (2) a  ne t sa lva ge  ra te . By doing this , the  de pre cia tion

expense  re la ted to the  inclus ion of e s tima ted future  cos t of remova l in deprecia tion ra te s

ca n be  tra cke d a nd a ccounte d for by pla nt a ccount. TEP 's  curre nt de pre cia tion s tudy

proposes  to segrega te  the  recorded ba lance  of accumula ted deprecia tion for dis tribution

and gene ra l plant into an inves tment portion and a  ne t sa lvage  portion, such tha t the  ne t

s a lva ge  ca n be  a ccrue d a nd re corde d a t the  function le ve l a nd de pre cia tion e xpe ns e
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1

2

3

(e xclus ive  of ne t s a lva ge ) ca n be  a ccrue d by prima ry a ccount." This  propos a l by TEP

appears  to be  a  reasonable  a lte rna tive  to segrega ting the  deprecia tion ra tes  for dis tribution

a nd ge ne ra l pla nt be twe e n (l) a  s e rvice  life  ra te  a nd (2) a  ne t s a lva ge  ra te , by pla nt

account.4

5

6 Q-

7

Do you have any other comments concerning the implementation of FAS 143 for

depreciation rates for ratemaking purposes?

8

9

10

11

12

13

14

15

16

1.7

18

19

20

21

22

23

Yes. In previous rate cases the Commission has not adopted FAS 143 for ratemaking

purposes. Additionally, some of the provisions of the accounting under FAS 143, such as

the elimination of a cost of removal provision tram depreciation rates (i.e., the exclusion

of non-legal AROs) appear to be contrary to the Commission's depreciation rules.

Nevertheless, under the appropriate circumstances the Commission may want to consider

adopting provisions consistent with FAS 143 for ratemaking purposes. One of those

circumstances would be that the depreciation rate changes related to FAS 143 are only

implemented in the context of a utility rate case, and not unilaterally by a utility between

rate cases. Because FAS 143 can have such a substantial impact on the Accumulated

Depreciation balance, it is only appropriate to implement such a significant change in the

context of a utility's rate case. Additionally, if previously collected balances in

Accumulated Depreciation related to the inclusion of estimated future cost of removal in

the utility's prior depreciation rates are going to be removed from the Accumulated

Depreciation balance, such amounts should be established as a regulatory liability, in

order to protect ratepayers. Such amounts should not become extraordinary income for

the benefit of shareholders, as TEP has done.

24

A.

13 See, e.g., TEP's 2007 Depreciation Rate Study (Exhibit KAK-1) at page 15.
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1 VI.

2 A.

3 Q-

P URCHAS ED P OWER AND FUEL ADJ US TMENT CLAUS E

TEP's  Propos ed PPFA C

Has  TEP propos ed a  PPFAC in this  proceeding?

4 Yes . TEP proposes  a  PPFAC unde r the  Cos t-of-Se rvice  and Hybrid Me thodologie s . It is

5

6

de scribe d prima rily in the  Dire ct Te s timony of TEP  witne s se s  P igna te lli a t pa ge s  20-22

and Hutchens a t pages  29-41 , and Mr. Hutchens ' Exhibits  DGH-9 and DGH-10.

7

8

9

10

11

Q- What is  the  purpos e  of TEP 's  propos ed PPFAC?

As  summa rize d by Mr. P igna te lli on pa ge  9 of his  Dire ct Te s timony a nd Mr. Hutchins  a t

page  29 of his , TEP does  not currently employ a  PPFAC, but is  propos ing one  to provide

for the  timely recovery of fue l and purchased power costs .

1 2

1 3 Q- Does  TEP des cribe  how it developed its  propos ed PPFAC?

14

1 5

1 6

1 7

At pages  29-30, Mr. Hutchens ' s ta te s  tha t: "TEP 's  proposed PPFAC is  ve ry s imila r to the

forwa rd-looking P owe r S upply Adjus tor tha t S ta ff propos e d in  the  re ce nt ra te  ca s e

involving Arizona  P ublic S e rvice  Compa ny ("AP S ") (Docke t No. E-01345A-05-0816)."

Howe ve r, a  close  e xa mina tion of TEP 's  propose d P P FAC re ve a ls  tha t it ha s  s ignifica nt

differences from the  PSA proposed by Staff in the  APS ra te  case .

Q- What aspects of the PPFAC are you addressing?

18

19

2 0

21

22

I am addressing the  following aspects  of the  PPFAC2

23

24

TEP 's  His torica l Misuse  of P revious  Fue l Adjus tment Mechanism

Sta ffs  P roposed PPFAC, including:

25

26

A.

A.

A.

A.

1. Costs  to Be  Included in the  PPFAC
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1

2

3

4 5.

6.5

6 7.

8.

Credits  to PPFAC Costs

Effe ctive  Da te  for PPFAC

PPFAC Forward-Looking and True -Up Components

Carrying Costs  on PPFAC bank ba lance

Filing and Reporting Requirements

Othe r Incentive  P rovis ions

Requirement for Commission approva l of PPFAC ra te  changes7

8

9

10

11

12

In the  dis cus s ion of S ta ffs  propos e d P P FAC me cha nis m, I a ls o pre s e nt a nd e xpla in

Sta ffs  conce rns  with the  PPFAC proposed by TEP. While  S ta ff agrees  with seve ra l of the

fea tures  in the  STEP-proposed PPFAC, the re  a re  a  number of a spects  in the  Company's

proposa l with which S ta ff disagrees .

13

14 Q. Does  Sta ff s upport adoption of the  PPFAC tha t was  propos ed by TEP?

15

16

No. The  P P FAC propos e d by TEP  ha s  s e ve ra l a s pe cts  which S ta ff doe s  not s upport,

including, but not limited to, a  proposed inclus ion of inappropria te , open-ended ca tegories

of "othe r" cos ts . Cons e que ntly, S ta ff doe s  not s upport TEP 's  propos e d P P FAC, a nd

recommends tha t it be  re jected.

17

18

19

2 0

2 1

B.

Q»

22

TEP's Historical Misuse of Previous Fuel Aayustment Mechanism

You mentioned that TEP doesn't currently have a PPFAC. Did TEP have a fuel

adjustment clause in the past?

23

A.

A Ye s . Howe ve r. in De cis ion No. 56526. da te d June  22. 1989. the  Commiss ion a bolishe d

TEP 's  P P FAC for mis us e In  De cis ion  No . 56659 . da te d  Octobe r 24 . 1989 . the

Commiss ion a ffirme d its  de cis ion to a bolish TEP 's  P P FAC, s ta ting a s  follows  on pa ge s

26-27

4.

2.

3.
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1
2
3
4
5
6
7
8
9

10
11
12
13

"We a]§9rm Decision No. 56526. Besides the misuse being grounds for
eliminating the clause, the evidence snows thatfuelprices are fairly stable
and are expected to be stable for the next few years. In addition, we concur
with RUCO 's argument that an aahustor clause for one portion of utility 's
costs can result in a distortion of efficiency incentives. A PPFAC, for
example, could result in a utility having less of an incentive to minimize
fuel costs versus its other easts. An increase in PPFAC easts could occur
when other non fuel costs are declining, or when revenues are increasing
faster than costs due to load growth. See Decision No. 56450, dated April
13, 1989. This is especially true when demand charges are included in the
PPFAC. We share TEP 8' concerns that future increased fuel prices can
affect its earnings variability, and as a result we will reserve the right to
reinstate a PPFAC iffuelprices do again become volatile. "

14

15 c.

16 Q-

Staff's  Propos ed PPFA C

Is  S ta ff p ropos ing  a  PPFAC for TEP?

17 Ye s . The re  is  e vide nce  in the  curre nt TEP  ra te  ca se , in the  re ce nt AP S  a nd UNS E ra te

18

19

20

21

case s , a s  we ll a s  in the  pre ss , tha t fue l and purchased power price s  have again become

vola tile . Conse que ntly, S ta ff be lie ve s  tha t a n a ppropria te ly dra fte d P P FAC should be

implemented for TEP. The  current TEP ra te  case  appears  to represent a  good opportunity

for establishing a  PPFAC for TEP .

22

23

24

25

26

27

28

29

30

31

A.

As  de s cribe d be low, a nd pre s e nte d in Atta chme nt RCS -4, S ta ff is  re comme nding a

PPFAC for TEP tha t uses  some  of the  fea tures  conta ined in the  STEP-proposed PPFAC,

a nd re je cts  S TEP -propos e d fe a ture s  which S ta ff be lie ve s  a re  una cce pta ble . S ta ffs

proposed PPFAC for TEP a lso takes  into cons ide ra tion provis ions  in the  PSA adopted by

the  Commiss ion for APS  (which wa s  diffe re nt in ce rta in importa nt re spe cts  from the  one

propos e d by S ta ff in tha t ca s e ). The  de ve lopme nt of S ta ffs  propos e d P P FAC for TEP

also draws, where  appropria te , upon the  experience  ga ined from addressing issues re la ted

to S ta ffs  propos e d P P FAC for TEP 's  a ffilia te , UNS  Ele ctric, in tha t utility's  re ce nt ra te

ca s e , Docke t No. E-04204A-06-0783. The  a na lytica l fra me work of e va lua ting P P FAC
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1

2

provis ions  utilize d by S ta ff in  the  UNS E ra te  ca s e  ca n be  us e ful in  e va lua ting wha t

specific provis ions  in a  PPFAC are  appropria te  for TEP.

3

4 Q- How doe s  TEP 's  s itua tion  with  re s pe c t to  fue l a nd  purc ha s e d  powe r e xpe ns e  d iffe r

from tha t o f its  a ffilia te , UNSE?5

6

7

TEP 's  s itua tion  is  s ome wha t d iffe re n t from tha t o f UNS  Ele c tric  s ince  TEP  owns

s ubs ta ntia l ge ne ra tion, including s ignifica nt ba s e -loa d, coa l-fire d ge ne ra tion (whe re a s

UNSE does  not)

10

11

Q- What principal features should be considered in the design or modification of TEP's

fuel and purchased power adjustment mechanism?

12

13

A The following fea tures  should be  considered

The re  s hould be  Commis s ion re vie w of propos e d cha rge s  be fore  the y be come

applicable . The  Company's  proposed new PPFAC would provide  for ra te  changes  to

occur without Commis s ion re vie w a nd a pprova l of propos e d cha rge s  be fore  the y

become applicable

There  should. be  a  clea r provis ion for the  reconcilia tion of revenues  and cos ts . TEP 's

a nd S ta ffs  propose d PPFACs  provide  for a  type  of re concilia tion in the  PPFAC biNi

ba lance  accounting, whereby fue l and purchased power expenses  a re  ma tched with

the  base  ra te  power supply and PPFAC revenues under which the  Company recovers

such costs

A.

The re  should be  an opportunity for an independent Commiss ion review of prudence

and reasonableness  in a ll a reas  tha t drive  the  cos ts  collected under the  PPFAC. The
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1

2

3

4

content of these  reviews and the  issues they address  should be  subject to examination

and comment by the  a ffected s takeholde rs . The  ultima te  purpose  of such reviews  is

to e na ble  the  Commiss ion to ma ke  a n informe d de te rmina tion of wha t, if a ny, cos ts

re s u lte d  from ine ffe c tive  o r imprude n t u tility pe rfonna nce ,  a nd  wha t,  if a ny,

adjustments  should be  made to future  recoveries  and over what periods of time.

6

7

8

9

1 0

1 2

1 3

1 4

The  P P FAC s hould provide  a  re lia ble  me cha nis m for a s s uring re a s ona bly prompt

re cove ry of prude nt a nd re a sona ble  fue l a nd e ne rgy cos ts . Ide a lly, a  we ll de s igne d

P P FAC would a void s itua tions  whe re  de la ye d re cove ry of prude nt a nd re a sona ble

fue l a nd e ne rgy cos ts  would ha ve  ma te ria l fina ncia l cons e que nce s  (e .g., through

increased financing cos ts  or re s tra ints  on access  to financia l re sources). Put anothe r

way, the  PPFAC should, by providing for reasonably prompt recovery of prudent and

reasonable  Eue l and ene rgy cos ts , he lp to ma inta in the  utility's  financia l benchmarks

that promote  the  ability to secure  financing a t costs  favorable  to customers .

1 5

1 6 Q- Are there any other considerations?

1 7

1 8

1 9

Ye s . The  Commis s ion ma y wa nt to include  a  provis ion de s igne d to provide  the  utility

with an incentive  to procure  fue l and purchased power a t the  lowes t cos t cons is tent with

providing re lia ble  e le ctric s e rvice . Howe ve r, such provis ions  ca n be  difficult to de s ign in

20 a ppropria te  ba la nce  be twe e n fa cilita ting re cove ry of prude ntly

2 1

te rms  of providing the

incurred costs  and s tructuring the  incentives .

22

5

A.



Dire ct Te s timony of Ra lph C. Smith
Docke t No. E-01933A-07-0402 e t a l
Page 118

1 Q-

2

3

As guidance for your review of TEP's proposed PPFAC, did you review material in

any other recent proceedings involving Arizona electric utility adjustment

mechanisms related to the recovery of fuel and purchased power costs?

4 Yes . I reviewed ma te ria l filed by S ta ff in the  recent Arizona  Public Se rvice  Company ra te

5

6

7

8

ca s e , Docke t No. E-01345A-05-816, conce rning fue l a nd purcha s e d powe r re cove ry

mechanisms. This  included the  S ta ff' s  proposed P lan of Adminis tra tion for a  revised APS

P owe r S upply Adjus tme nt Me cha nis m ("P S A") tha t wa s  file d with S ta ff witne s s  J ohn

Antonuk's  supple me nta l te s timony in tha t docke t, a nd subse que ntly unde rwe nt furthe r

9 revis ions . In tha t ca s e , S ta ff unde rtook a  de ta ile d re vie w a nd ma de  re comme nde d

1 0 revis ions  to the  APS PSA.

11

1 2 Q-

1 3

Are there a number of important similarities between APS and TEP with respect to

the development of a fuel cost recovery mechanism?

1 4 Yes. There  a re  a  number of important s imila rities  be tween APS and TEP, including:

15

1 6 • both APS and TEP a re  la rge , ve rtica lly integra ted e lectric utilitie s ,

1 7

1 8 • both APS and TEP own subs tantia l genera ting resources , including re la tive ly low cos t

19 ba s e  loa d ge ne ra tion,

20

2 1

22

both AP S  a nd TEP  a re  subje ct to fue l a nd purcha se d powe r cos t vola tility, prima rily

through the  cost of gas-fired generation and purchased power, and

23

24 • both APS and TEP make off-system sa les.

25

A.

A.
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1

2

3

4

5

Cons e que ntly, I be lie ve  tha t the  S ta ff e va lua tion  of the  AP S  P S A in  tha t ca s e  a nd  the

re la te d S ta ff re comme nda tions  a nd Commis s ion de te nnina tions  re la ting to the  AP S  P S A

ca n provide  he lpful guida nce  in  re vie wing the  TEP  P P FAC in  the  curre nt ca s e . I will be

re fe rring  to  the  P la n  of Adminis tra tion  for the  AP S  P S A tha t re fle c ts  the  Commis s ion 's

de te rmina tions  in Docke t No. E-01345A-05-0816. I note  tha t the  Commis s ion a pprove d a

P S A for AP S  which wa s  s ome wha t d iffe re nt tha n S ta ffs  re comme nda tions  in  tha t ca s e

and included provisions for 90/10 sharing of costs and a 4 mil per kph annual cap

9 Q Do e s  S ta ff a g re e  with  TEP 's  p ro p o s e d  P P FAC?

10 A No. While Staff agrees with some aspects of the Company's proposed PPFAC, including

the inclusion of a forward-looking component, the PPFAC proposed by TEP, taken as a

whole, would result in inclusion of additional costs iii the PPFAC, such as expenses for

credit support, that have not been demonstrated to possess the characteristics of being

material, volatile, and not within the Company's control. Additionally, the Company's

proposed new PPFAC could substantially reduce the level of regulatory scrutiny of

purchased power and fuel costs, and potential future costs such as "any and all federal

and/or state coal and carbon taxes." Such provisions in a PPFAC would seem to be

particularly inappropriate at a time when the Company would be implementing a new

PPFAC after its last fuel adjustment mechanism was terminated for abuse. Given TEP's

somewhat less than pristine history when it did have a iii el adjustment mechanism, Staff

believes that there should be Commission review of changes in PPFAC rates before they

be come  a pplica ble

24 I Cos ts  to be  Include d in the  P P FAC

25 Q What costs does TEP propose to include in its PPFAC?

26 A TEP  propos e s  to include  cos ts  in the s e  FERC a ccounts
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3
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501, Fue l (S team Production)

547, Fue l (Other Production)

555, Purchased Power

557, Broker Fees, and

565, Whee ling (Transmiss ion of Electricity by Othe rs ).5

6

7 TEP  a ls o propos e d to include  a n e xpa ns ive  ca te gory of "othe r a llowa ble  cos ts " including:

8

9

10

11

12

13

14

Cre dit cos ts  ne ce s s a ry to s upport fue l a nd purcha s e d powe r contra cts .

Any a nd a ll fe de ra l a nd/or s ta te  coa l a nd ca rbon ta xe s  a pplie d to TEP 's  ge ne ra tion

or fue l a nd purcha s e d powe r contra cts .

be ha lf of TEP 's  cus tome rs , s uch a s  pipe line  a nd tra ns mis s ion ca s e s  a nd contra ct

dis pute s .

Amortize d inte rs ta te  pipe line  a nd e le ctric tra ns mis s ion inte rconne ction cos ts .15

16

17 Q.

18

The Company has proposed that the PPFAC include all costs that are recorded in

FERC accounts 501, 547, 555 and 565. Can you briefly summarize what expenses

are recorded ill each of these accounts?19

20

21

Ye s .

22

23

Account 501, Fue l (S team), includes  the  cos t of fue l used in the  production of s te am for

the  gene ra tion of e lectricity, including fue l handling.

24

25

26

A.

Account 547, Fue l (Other Production), includes  the  cost of fue l (such as  gas , oil, ke rosene

and gasoline) de livered to the  s ta tion for other power genera tion.
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1 As

2

Account 555, P urcha s e d P owe r, include s  the  cos t of e le ctric ity purcha s e d for re s a le .

de s cribe d in the  FERC Uniform S ys te m of Accounts  for Ele ctric  Utilitie s 14:

3

4
5
6
7
8
9

10
11
12

"A This account shall include the cost at point of receipt by the utility of
electricity purehasedfor resale. It shall include, also, net settlements for
exchange of electricity or power, suck as economy energy, speak energy
for on-peak energy, spinning reserve capacity, etc. In addition, the account
shall include the net settlements for transactions under pooling or
interconnection agreements wherein there is a balancing of debits and
credits for energy, capacity, etc., Distinct purchases and sales shall not be
recorded as exchanges and net amounts only recorded merely because
debit and credit amounts are combined in the voucher settlement.

13

14
15
16
17

"B The records supporting this account shall show, by months, the
demands and demand charges, kilowatt-hours and prices thereof under
each purchase contract and the charges and credits under each exchange
or power pooling contract. "

18

19

20

Account 565, Tra ns mis s ion of Ele ctric ity by Othe rs , inc lude s  a mounts  pa ya ble  to othe rs

for the  tra ns mis s ion of the  utility's  e le ctricity ove r tra ns mis s ion fa cilitie s  owne d by othe rs .

2 1

22 Q-

23

How do the FERC accounts that TEP proposes to include in its PPFAC correspond

with the FERC accounts that were included in Staff's proposed Plan of

24 Administration for the APS PSA?

25

26

27

28

The  FERC Accounts  501, 547, 555 a nd 565 tha t TEP  propos e s  to include  in its  P P FAC a re

ba s ica lly the  s a me  a ccounts  tha t S ta ffs  p ropos e d  P la n  of Adminis tra tion  inc lude s  fo r

re cove ry by AP S  unde r the  AP S  P S A. P a ge  15  of tha t P la n  of Adminis tra tion  lis ts  the

a ccounts  inc lude d  for the  AP S  P S A a s  the s e  four FERC a ccounts , a nd , for AP S , a ls o

29 Account 518 , Nuc le a r Fue l. TEP  doe s  not ha ve  a ny nuc le a r ge ne ra tion  a nd doe s  not

30 re cord e xpe ns e  in Account 518.

A.

14 Code ofFederal Regulations, Title 18, Volume 1, Part 101, Uniform System of Accounts Prescribed for Public
Utilities and Licensees Subject to the Provisions of the Federal Power Act, Revised as of April 1, 1999.
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3

4

Page  15 of the  S ta ff proposed P lan of Adminis tra tion for the  APS PSA a lso specifie s  tha t:

"Additiona lly, the  prude nt dire ct cos ts  of contra cts  us e d for he dging s ys te m fue l a nd

purcha s e d powe r will be  re cove re d unde r the  P S A." I be lie ve  tha t a llowing  TEP  to

re cove r prude nt dire ct cos ts  of contra cts  it use s  for he dging sys te m fue l a nd purcha se d

power under its  PPFAC would a lso be  appropria te .5

6

7 Q- Do you have any concerns regarding TEP's proposal that the PPFAC should include

all expenses in FERC accounts 501, 547, 555 and565?8

9

10

Ye s . I ha ve  the  following conce rns  re ga rding ca pa city cos ts  tha t ma y be  re corde d in

Accounts 555 and 565 :

11

12

13

14

15

Account 555 ca n include  ca pa city a nd de ma nd cha rge s . Including s uch ca pa city a nd

de ma nd cha rge s  in a  P P FAC tha t is  re cove re d on a  pe r kph ba s is  pre se nts  a  conce rn.

Additiona lly, it is  fa irly common, in  my e xpe rie nce , for P P FAC-type  me cha nis ms  to

include  purchased energy expenses , and to exclude  capacity costs  from the  PPFAC but to

provide  for recovery of a  norma lized leve l of purchased capacity cos ts  in the  utility's  base

ra tes

Account 565, Transmiss ion of Electricity by Othe rs , may a lso have  a  capacity or demand

e le me nt, de pe nding upon the  pa rticula r contra cts  the  utility e nte rs  into for tra nsmis s ion

se wlce

23 Q-

24

Why do you have a concern regarding the recovery of capacity costs that may be

recorded in Accounts 555 and 565 in the PPFAC?

25

A.

A The re  a re  two prima ry ba se s  for such conce rns .

ca pa city cos ts  tha t ma y be  re corde d in Accounts  555 a nd 565 a re  vola tile , ma te ria l a nd

Firs t, TEP  ha s  not de mons tra te d tha t
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3

4

5

6

7

8

be yond the  control of utility ma na ge me nt. More ove r, in s itua tions  whe re  the  e le ctric

utility owns  the  ge ne ra ting ca pa city or tra nsmiss ion, the  tra ditiona l ra te ma king tre a tme nt

ha s  be e n  to  include  the  cos t o f s uch  ca pa city, a s  me a s ure d  in  a  te s t ye a r, in  the

de te rmina tion of a  utility's  ba se  ra te  re ve nue  re quire me nt. Allowing purcha se d ca pa city

costs  to be  recovered in a  PPFAC mechanism, where  owned capacity is  recovered in base

ra tes , could result in management decis ion making favoring purchased capacity tha t would

be  recorded in Account 555, ra ther than owning capacity resources  tha t would be  recorded

as plant assets and would be subject to rate  base treatment.

9

10

11

12

13

14

S e cond, the  P P FAC ra te  would a ppa re ntly be  a pplie d to e a ch cus tome r's  bill a s  a  monthly

pe r kph  c ha rge  tha t is  the  s a me  fo r a ll c us tome r c la s s e s . The re  a re  conce rns  tha t a

uniform pe r-kWh cha rge  for a ll cus tome r c la s s e s  might not be  a ppropria te  for ca pa c ity-

re la te d cha rge s . S ta ff' s  ra te  de s ign te s timony to be  file d in this  proce e ding on Ma rch 14,

2008 ma y pre s e nt a dditiona l de ta ils  conce rning ca pa city cos t re cove ry.

15

16 Q-

17

Despite your concerns regarding the recovery of capacity costs that may be recorded

in Accounts 555 and 565 in the PPFAC, is Staff recommending that such accounts be

18 in c lu d e d  in  th e  P P FAC?

19

20

2 1

Ye s . Inc lus ion of the s e  a ccounts  in  the  P P FAC, inc luding ca pa c ity a nd de ma nd cos ts

re corde d in the s e  a ccounts , a ppe a rs  to be  cons is te nt with the  P S A tha t wa s  a pprove d for

AP S , a nd with the  P P FAC tha t S ta ff re comme nde d for UNS  Ele ctric .

22

23 Q-

24

Have you examined the historical volatility of TEP's expenses in each of the four

FERC accounts 501, 547, 555 and 565?

25

26

A.

A. Ye s . The  following s umma ry of a nnua l e xpe ns e s  in e a ch of the s e  four a ccounts  for 2003

through 2006 wa s  compile d from FERC Font l informa tion:



Account 2003 2004 2005 2006
501 $219,284,301 $227,144,115 $241 ,165,407 $251 ,910,969
547 $4,810,293 $3,401 ,823 $4,393,981 $26,864,966
555 $65,505,690 $76,842,075 $147,250,583 $177,346,694
565 $1,987,918 $2,033,776 $2,817,254 $4,771 ,518

TOTAL $291,588,202 $309,421 ,789 $395,627,225 $460,894,147

501 $7,859,814 $14,021 ,292 $10,745,562
547 ($1 ,408,470) $992,158 $22,470,985
555 $11 ,336,385 $70,408,508 $30,096,111
565 $45,858 $783,478 $1 ,954,284

TOTAl-S $17,833,587 $86,205,436 $65,266,922

501 3.6% 6.2% 4.5%
547 -29.3% 29.2% 511 .4%
555 17.3% 91 .6% 20.4%
565 2.3% 38.5% 69.4%

TOTALS 6.1% 27.9% 16.5%
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TEP's Recorded Expenses in FERC Accounts 501 , 547, 555 AND 565
For PPFAC Mechanism

Source for expense account information: TEP FERC Form 1

Annual Change ($)

Annual Change %

This  informa tion s ugge s ts  tha t h is torica lly TEP 's  fue l a nd purcha s e d powe r e xpe ns e  in

the s e  a ccounts  a re  ma te ria l to the  Compa ny's  ope ra tions , but ha s  e xpe rie nce d vola tility

TEP 's  fue l cos ts  for s te a m ge ne ra tion (Account 501) ha ve  not be e n pa rticula rly vola tile

The  his torica l la ck of vola tility is  a ttributa ble  to TEP 's  owne rs hip of s ubs ta ntia l ba s e -loa d

coa l-tire d ge ne ra ting re s ource s

Going forwa rd, TEP 's  purcha s e d powe r cos ts  (Account 555) a nd its  cos ts  of o the r

ge ne ra tion (Account 547) a re  like ly to be  subj e t to vola tility. Fluctua tions  in the  cos t of

na tura l ga s , and na tura l ga s  fired gene ra tion could a lso provide  opportunitie s  for TEP  to

make off-system sa les



Account 2003 2004 2005 2006

557 $0 $0 $19,540 $7,422
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1 Q,

2

Please discuss TEP's proposal to include expenses recorded in Account 557, such as

broker fees, in the PPFAC.

3

4

5

6

Staff opposes  TEP's  proposa l to include  expenses  recorded in Account 557 in the  PPFAC.

Such costs are  not materia l and can be treated as a  normalized O&M expense in base  ra tes.

More ove r, S ta ff opposed including brokers  fees  in the  PPFAC be ing deve loped for TEP 's

a ffilia te , UNS E, in the  re ce nt UNS E ra te  ca s e . Fina lly, in  De cis ion  No. 69663, the

Commission de te rmined tha t broker fees  should not be  included in the  APS PSA.7

8

9

10

Q~ Why were broker's fees not allowed to be included in the APS PSA?

11

12

13

Decis ion No. 69663 s ta te s  a t page  107 tha t: "APS has  not demonstra ted any reason why

we  should change  the  cos ts  tha t a re  a llowed to be  recove red in the  adjus tor, and we  find

tha t the  le ve l o f b roke r fe e s  tha t AP S  will co lle c t in  its  ba s e  ra te s  is  re a s ona b le .

Accordingly, the  broke r fee s  in excess  of the  leve l a lready included in ba se  ra te s  will not

flow through to the  adjus tor." Footnote  61 on page  107 of Decis ion No. 69663 noted tha t

Staff continues to be lieve  tha t broker fees are  not a llowable  PSA costs

Q Has  TEP incurred expens e  in  Account 557, Other Expens e17

18 A Ye s . Account 557 is  the  a ccount lis te d in TEP 's  propos e d P P FAC in which TEP  would

appa rently record broke rs  fee s . Mr. Hutchens ' Exhibit DGH-10, a t page  11, lis ts  Account

557 "Broke r Fe e s" a s  one  of the  Compa ny's  propose d P P FAC a llowa ble  a ccounts . The

following table  presents  the  amount TEP has  recorded in Account 557 in each of the  four

years through 2006

Account 557 Other Expense

A.

A.

Source for expense account information: TEP FERC Form 1
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1

2

3

As can be seen from the table, this expense is relatively small compared to TEP's fuel and

purchased power costs in accounts 501, 547, 555, and 565, which, as shown above, have

run from $292 million to $461 million per year.

4

5

6

Q- How does Staff propose to treat expenses recorded by TEP in Account 557?

7

8

9

10

S ta ff propos e s  to include  a  norma lize d le ve l of the  e xpe ns e  in Account 557 in e s ta blis hing

TE P ' s  b a s e  ra te s  in  th is  p ro c e e d in g . S ta ff re c o m m e n d s ,  c o n s is te n t  with  S ta ffs

re comme nda tions  in the  AP S  a nd UNS E ra te  ca s e s , a nd cons is te nt with the  Commis s ion's

De cis ion No. 69663 in the  AP S  ra te  ca se , tha t broke rs  fe e s  a nd othe r e xpe nse  re corde d by

the  utility in Account 557 be  e xclude d from the  P P FAC.

11

12

13

Q. Does Staff have any other concerns about TEP's proposal to include Account 557 in

the PPFAC?

14

15

1 6

17

18

19

2 0

Ye s .  Mr.  Hutche ns ' e xhibit DGH-8 s hows  how TEP  propos e s  to  ca lcula te  the  Ba s e  Cos t

of Fue l a nd P urcha s e d P owe r. Nota bly, TEP  ha s  not include d a ny e xpe ns e  in Account 557

in its  propos e d de riva tion of the  Ba s e  Cos t of Fue l a nd P urcha s e d P owe r. Cons e que ntly, if

e xpe nse s  in Account 557 we re  to be  include d in the  P P FAC, but ha ve  not be e n include d in

the  Ba s e  Cos t of Fue l a nd  P urcha s e d  P owe r,  (a nd  ha ve  be e n  inc lude d a s  a n  ope ra ting

e xp e n s e  in  s e t t in g  TE P 's  b a s e  ra te s ),  th is  c o u ld  a llo w TE P  to  d o u b le -re c o v e r s u c h

expenses .

2 1

22 Q-

23

Has TEP provided potentially conflicting information which suggests that TEP has

been recording broker fees in an account other than Account 557?

24

25

A.

A.

A. Ye s . TE P 's  re s pons e  to  S ta ff da ta  re que s t LA 19 .7 (a ) s ta te s  tha t: "All b ro ke r fe e s

re fe re nc e d  in  re s pons e  to  LA-11-32  a re  a c c oun te d  fo r by TE P  a s  a  c on tra -re ve nue  in
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1 FERC Account 447, Sa le s  for Re sa le ." Additiona lly, TEP 's  re sponse  to LA l9.7(b) s ta te s

tha t:2

3

4
5
6
7
8
9

10
11

None of the broker fees have been included in 2006 operating expenses.
All of those fees have historically been accounted for by TEP in Account
447. TEP is requesting in this rate case that those fees continue to be
accounted for in this manner thereby running through the PPFAC. In the
event that these fees are not included in the PPFA C, an adjustment must be
made to increase the test year operating expenses by the $77,272.50
incurred in that year (please see LA-I I-32).

12 Q-

13

How does TEP's response to Staff data request LA 19.7, quoted above, affect Staff's

recommendation concerning whether expenses in Account 557 should be included in

the PPFAC?14

15

16

17

18

19

2 0

21

It doe sn't. S ta ff recommends that expenses in Account 557 not be  included in the  PPFAC.

TEP's  response  to LA 19.7 s ta tes  tha t TEP has been recording broker fees in Account 447,

S a le s  for Re sa le . As  de scribe d e ls e whe re  in my te s timony, S ta ff propose s  to include  a

norma lize d a mount of the  ne t ma rgin on Short Te rm Sa le s  for Re sa le  in ba se  ra te s , a nd

fluctua tions  a bove  or be low the  le ve l re fle cte d in ba s e  ra te s  would be  include d in the

P P FAC. Cons e que ntly, to the  e xte nt tha t TEP  ha s  cha rge d broke r fe e s  a ga ins t the

revenues  in Account 447 tha t a re  be ing included in the  PPFAC, the  impact of those  broker

fees would a lso be  considered in the  PPFAC.22

23

24 Q.

25

Should the PPFAC be limited to expenses that are recorded in FERC accounts 501,

547, 555 and 565 and prudent hedging costs?

26

27

28

29

A.

A. Yes. This  is  cons is tent with S ta ff" s  recommenda tion for UNS Electric and cons is tent with

the  PSA for APS  tha t was  recommended by S ta ff, and appea rs  to be  cons is tent with the

PSA for APS tha t was  approved by the  Commiss ion. The  FERC Accounts  501, 547, 555

a nd 565 tha t should be  include d in the  P P FAC for UNS  Ele ctric a re  ba s ica lly the  s a me
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1 a ccounts  tha t the  P la n of Adminis tra tion include d for re cove ry by AP S  unde r the  AP S

psA.152

3

4 Q-

5

Please discuss TEP's proposal for including the "credit costs necessary to support

fuel and purchased power contracts" in the PPFAC.

6

7

8

9

10

1 1

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9

20

TEP 's  witne s s  on this , Mr. Hutche ns , doe s  not provide  much de ta il conce rning this

proposa l in his  Dire ct Te s timony. In the  re ce nt ra te  ca se  of TEP 's  a ffilia te , UNS Ele ctric,

conce rning a  s imila r proposa l, UNSEE's  witness  on the  subject, Mr. DeConcini, s ta ted a t

pa ge s  17-18 of h is  Dire ct Te s timony in  tha t ca s e  tha t: "P repayments , ca sh e scrow

accounts , s tandby le tte rs  of credit and pa renta l guarantees  a re  a ll common fonts  of credit

support" in the  whole sa le  ma rke ts  for fue l a nd purcha se d powe r, a nd tha t TEP  wa nts  to

include  in the  P P FAC "the  cos ts  a s socia te d with s ta ndby le tte rs  of cre dit, pre pa yme nts ,

ca sh e scrow accounts  and pa rent gua rantee s ." UNS E ha d propos e d to cha rge  to the

PPFAC bank ba lance  a  cost for s tandby le tte rs  of credit a t an annua lized cost equa l to 1.0

pe rce nt of the  fa ce  a mount is s ue d. UNS E a ls o propos e d to cha rge  the  P P FAC ba nk

balance  for prepayments  and cash escrow accounts  a t TEP's  cost of short te rm borrowing.

Additiona lly, UNS E ha d propos e d to cha rge  to the  P P FAC ba nk ba la nce  for pa re nta l

gua ra nte e s  "a t the  s a me  ra te  cha rge d to UNS E for le tte rs  of cre dit is s ue d unde r the

UNS E's  cre dit fa cility." S ta ff found tha t s imila r proposa l by UNS E to be  una cce pta ble  in

the  recent UNSE ra te  case , and recommended that UNSE's s imilar proposal be  re jected.

2 1

A.

15 Page 15 of the APS Plan of Adminis tra tion lis ted the accounts  included for the APS PSA as  these four FERC
accounts , and, for APS, a lso Account 518, Nuclear Fuel. TEP does  not have any nuclear generation and does  not
record expense in Account 5 lb.



Dire ct Te s timony of Ra lph C. Smith
Docke t No. E-01933A-07-0402 e t a l
Page 129

1 Q-

2

Pleas e  d is cus s  TEP 's  p ropos a l to  inc lude  "any and  a ll fede ra l and/or s ta te  coa l and

carbon taxes  applied to  TEP 's  genera tion or fue l and purchas ed power contrac ts " in

3 the  P P FAC.

4

5

6

7

8

9

1 0

1 1

12

13

1 4

1 5

1 6

S ta ff re comme nds  tha t this  TEP  proposa l be  re je cte d. Firs t, such cos ts  a re  not known.

The  Company could not even provide  es tima tes , cla iming in the  re sponse  to da ta  reques t

LA 11.35 tha t s uch cos ts  we re  unpre dicta ble  a nd would re quire  s pe cula tion: "TEP

be lieves  tha t any e s tima te  of coa l and ca rbon taxes  a t this  time  is  pure ly specula tive , and

the re fore , ca nnot provide  a n e s tima te ." S e cond, if a  ca rbon ta x or s ys te m of CON

re gula tion (e .g., such a s  "ca p a nd tra de ") is  impose d, it could a ffe ct a ll Arizona  e le ctric

utilitie s , not jus t TEP . Conse que ntly, once  the  fra me work for CON re gula tion be come s

known, the  Commission may want to have  a  generic proceeding to address  the  impacts  tor

a ll of the  a ffe cte d e le ctric utilitie s  in the  s ta te . Third, if s uch a  cha nge  occurs , S ta ff

be lieves  tha t the  impact of such costs  should be  reviewed in a  proceeding tha t a llows for a

thorough inve s tiga tion. The  re la tive ly s hort time  fra me  provide d for the  re vie w of a

P P FAC filing by TEP  ma y not be  a de qua te  to a ddre s s  a  ma jor cha nge , s uch a s  the

imposition of carbon taxes or CON regula tion.

1 7

1 8 Q.

1 9

What avenue would be available to the Company to recover such future costs related

to a carbon tax or CON regulation if they are not included in the PPFAC?

20

2 1

22

If s uch cos ts , a long with the  fluctua tions  in a ll of TEP 's  othe r non-P P FAC includa ble

cos ts  be come  s ignifica nt, the  Compa ny could re que s t re cove ry in ba se  ra te s . Ba s ica lly,

they would be  trea ted a s  any othe r utility ope ra ting expenses  tha t fluctua te  be tween ra te

23 cases. Alte rna tive ly, a s  note d a bove , once  the  fra me work for CON re gula tion be come s

24

25

known, the  Commission may want to have  a  generic proceeding to address  the  impacts  for

a ll of the  a ffected e lectric utilitie s  in the  s ta te .

26

A.

A.
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1 Q. Pleas e  dis cus s  the  inc lus ion of prudently incurred hedging cos ts  in the  PPFAC.

2

3

4

5

6

7

P a ge  15 of the  S ta ff propos e d P la n of Adminis tra tion for the  AP S  P S A s pe cifie s  tha t:

"Additiona lly, the  prude nt dire ct cos ts  of contra cts  us e d for he dging s ys te m fue l a nd

purcha s e d powe r will be  re cove re d unde r the  P S A." I be lie ve  tha t a llowing  TEP  to

re cove r prude nt dire ct cos ts  of contra cts  it use s  for he dging sys te m iiue l a nd purcha se d

powe r unde r its  P P FAC would a lso be  a ppropria te . TEP 's  a ctua l he dging cos ts , like  its

power costs, should, of course , be  subject to review for prudence and reasonableness.

8

9 Q-

10

11

Does Staff agree with TEP's proposal to include a broad category of "Other

Allowable Costs," including any coal and carbon taxes, credit costs, legal fees, and

amortized natural gas and electric interconnection fees, in the PPFAC?

12 No. TEP  ha s  not de mons tra te d tha t inclus ion of s uch cos ts  in a  P P FAC me cha nis m is

13

14

15

16

17

18

19

20

reasonable  or appropria te , is  a  common practice  in the  e lectric utility industry, or tha t such

cos ts  would be  a ppropria te ly re corde d in one  of the  FERC a ccounts  tha t the  Compa ny

propos e s  a s  the  ba s is  for its  P P FAC. P re pa yme nts  a nd the  ca s h working ca pita l

requirement a ssocia ted with fue l and purchased power a re  re flected in the  de te rmina tion

of ba se  ra te s  a s  a  compone nt of the  utility's  ra te  ba se . The  cos t of fina ncing ra te  ba se

components  is  re flected in the  de te rmina tion of the  utility's  base  ra te  revenue  requirement.

S ta ff recommends  tha t TEP 's  proposa l for including such credit cos ts  a ssocia ted with fue l

and purchased power procurement in the  PPFAC be re jected.

21

22

23

24

25

A.

A.

As shown on Attachment RCS-4, under item 9-B, "Othe r Allowable  Cos ts ," I have  revised

this  provis ion of the  P la n of Adminis tra tion a ccordingly to  re a d: "None  without pre -

a pprova l from the  Commiss ion in a n Orde r." More ove r, S ta ff re comme nds  tha t no such

"Othe r Allowable  Cos ts" be  approved a t this  time  for TEP.

26
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1 Cre dits  to P P FAC Cos ts

2 Q- Ho w d o e s  TEP  p ro p o s e  to  tre a t o ff-s ys te m  s a le s  in  its  P P FAC?

3

4

5

6

7

8

9

As  de s c ribe d  in  Mr.  Hu tc he ns '  te s tim ony on  pa ge s  39 -40 ,  TE P  p ropos e s  to  c re d it 90

pe rce nt of s hort-te rm  off-s ys te m  s a le s re ve nue s to  th e  P P F AC  b a n k.  At p a g e  4 0  o f h is

te s tim ony, Mr. Hutche ns  s ta te s  tha t: "By a llowing TEP  to ke e p a  portion of the  s hort-te rm

s a le s  re ve nue  TEP  will be  a de qua te ly ince ntivize d to optimize  its  e xce s s  re s ource s  in the

whole s a le  m a rke t.  This  a llows  TEP  to  s ha re  a  s m a ll portion of the  whole s a le  re ve nue  in

orde r to  a ppropria te ly a lign  TEP  a nd  its  c us tom e rs ' ris ks  a nd  re wa rds  a s s oc ia te d  with

optimizing the s e  s a le s  for mutua l be ne fit."

10

11 Q-

12

Does Staff agree that short-term off-system sales should be treated as a credit to fuel

and purchased power costs in the PPFAC?

13 Ye s . Howe ve r, the  cre dit for such off-sys te m sa le s  should be  ba se d on a  pe rce nta ge  of the

14

15

16

ma rgin (re ve nue  le s s  cos t of such sa le s ), not on the  re ve nue . Cre diting ra te pa ye rs  with

s ome thing le s s  tha n 100 pe rce nt of the  re ve nue , while  cha rging ra te pa ye rs  with 100

percent of the  cost, would not be  equitable  or appropria te .

17

18

19

20

2 1

In pa rt be ca us e  of the  difficultie s  TEP  ha s  cite d in de te rmining the  ma rgins  re la te d to s uch

s a le s , S ta ff propos e s  tha t the  cre dit a ga ins t fue l cos ts  be  ba s e d upon 100 pe rce nt of the

re ve nue s  (he nce m a rgins ) re a liz e d  on  o ff-s ys te m  s a le s ,  ra the r tha n  90  pe rc e n t o f the

revenues  proposed by TEP  .

22

23

24

25

26

2.

A.

A.

Additiona lly,  S ta ff re com m e nds  tha t a  norm a lize d  le ve l o f s hort-te rm  off-s ys te m  s a le s

m a rgins  be  re fle c te d  in  the  de te rm ina tion  of TEP 's  a djus te d  ne t ope ra ting  incom e . The

P P F AC would  the n  a d jus t fo r the  im pa c t o f fluc tua tions  a bove  o r be low the  a m ount o f

such ma rgins  tha t we re  re fle cte d in de te nnining TEP 's  ba se  ra te s .



Dire ct Te s timony of Ra lph C. S mith
Docke t No. E-01933A-07-0_02 e t a l
Page 132

1 Q- Did S ta ff review TEP 's  Whole s a le  Trading  organiza tion  and  ac tivity?

2

3

4

5

6

Ye s . S ta ffs  re vie w of TEP 's  Whole sa le  Tra ding orga niza tion a nd a ctivity is  de scribe d in

the  te s timony of Emily Me dine  of Ene rgy Ve nture s  Ana lys is , Inc. ("EVA"). As  de scribe d

in tha t te s timony, TEP 's  Whole s a le  Tra ding a ctivitie s  diffe r from the  s hort-te rm off-

s ys te m s a le s , a nd pre s e nt diffe re nt ris ks  to TEP  a nd its  ra te pa ye rs . Consequently, a

somewhat diffe rent ra temaking trea tment is  appropria te .

7

8 Q-

9

Should a portion of the net positive margins realized by TEP on such Wholesale

Trading activities be credited against PPFAC-includable costs?

1 0 Yes. S ta ff re comme nds  tha t 10 pe rce nt of the  ne t pos itive  ma rgins  re a lize d by TEP  on

11 such Wholesa le  Trading activities  be  credited aga inst PPFAC-includable  costs .

1 2

13 Q.

1 4

Please explain why 10 percent of the positive net margins realized by TEP on

wholesale trading should be credited against PPFAC costs.

1 5

1 6

1 7

1 8

1 9

20

2 1

Simila r to the  short-te rm off-sys te m sa le s , this  would he lp a lign the  inte re s ts  of TEP  a nd

ra tepayers . Moreover, such margins  a re  Vola tile  from year-to-year, and can be  substantia l.

Additiona lly, ra tepaye rs  a re  paying for the  pe rsonne l and ove rhead cos ts  a ssocia ted with

TEP 's  whole sa le  tra ding a ctivitie s . Conse que ntly, cre diting the  ma rgins  re a lize d by such

a ctivity a ga ins t PPFAC cos ts  is  a ppropria te . Allowing TEP 's  ra te pa ye rs  to sha re  a  sma ll

portion of the  ne t pos itive  Whole sa le  Tra ding ma rgins  is  inte nde d to a ppropria te ly a lign

TEP and its  customers ' risks  and rewards  associa ted with optimizing such sa les  for mutua l

22 be ne fit.

23

A.

A.

A.
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1 Q.

2

Why should only a portion of the net positive margins realized by TEP on such

Wholesale Trading activities be credited against PPFAC-includable costs?

3

4

5

6

7

8

9

1 0

11

1 2

13

This  is  ne ce s s a ry to  provide  a  be ne fit to  ra te pa ye rs  from TEP 's  Whole s a le  Tra ding

a ctivitie s , a nd to  limit ra te pa ye r ris k. As  note d e ls e whe re , the  pe rs onne l cos ts  a nd

overhead cos ts  re la ted to TEP 's  Wholesa le  Trading organiza tion a re  be ing borne  in la rge

pa rt by TEP 's  re gula te d utility ope ra tions . Be ca us e  of this , ra te pa ye rs  s hould re ce ive

some  be ne fit from the  a ctivitie s  conducte d by the  TEP  pe rsonne l whose  la bor cos ts  a nd

ove rhe a ds  the y a re  be a ring. As  e xpla ine d in Ms . Me dine 's  te s timony, TEP 's  Whole sa le

Tra ding a ctivitie s  prima rily be ne fit TEP  s ha re holde rs  a nd s uch a ctivitie s  ca rry ris ks

be yond thos e  a s s ocia te d with providing re gula te d re ta il e le ctric s e rvice . Presumably,

TEP 's  Whole sa le  Tra ding a ctivity could e ve n re sult in a  ne t los s . To prote ct TEP 's  re ta il

ra tepayers  from such potentia l losses , the  10 percent sharing of margins  should occur only

in years  when TEP shows a  ne t positive  margin from such Wholesa le  Trading activities .

1 4

1 5 Q-

1 6

Based on TEP's adjusted 2006 test year presentation, approximately what benefit

would ratepayers receive under this proposal?

1 7

1 8

1 9

20

2 1

Based on TEP 's  2006 tes t yea r presenta tion, specifica lly TEP NOI Adjus tment 8, TEP has

propos e d to incre a s e  te s t ye a r ope ra ting e xpe ns e s  by $1.719 million (ne t of re la te d

re ve nue ) to e xclude  the  re ve nue  a nd e xpe ns e  re la te d to Whole s a le  Tra ding a ctivity.

Alloca ting 10 pe rce nt of the  pos itive  ma rgin a chie ve d by TEP  on Whole s a le  Tra ding

activity would thus  produce  a  benefit to ra tepayers  of approximate ly $171,900.

22

23 Q. Does  Staff propos e any other credits  agains t PPFAC cos ts ?

24

25

Ye s . S ta ff re comme nds  tha t the  ma rgins  re a lize d by TEP  on the  s a le  of S 02 e mis s ion

allowances be  credited against PPFAC costs.

26

A.

A.

A.
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1 Q- What proceeds does TEP receive related to S02 emission allowances?

2 TEP re ce ive s  sa le s  proce e ds  from the  Environme nta l P rote ction Age ncy ("EPA") for the

3 a uction of S ON e miss ion a llowa nce s . The s e  proce e ds  a re  cre dite d to FERC Account

4 411.8, Ga in on Dispos ition of Allowances ,

5

6 Q- What ratemaking treatment do you recommend for proceeds related to S02 emission

7 allowances?

8 S O; a llowa nce s  a re  dire ctly re la te d to the  burning of coa l a t TEP 's  ge ne ra ting units

9 because  SO; is  emitted a s  coa l is  burned. The  EPA require s  tha t each a ffected unit have

10 one  S ON a llowa nce  for e a ch ton of S O; e mitte d e a ch ye a r. Be ca use  the  S O; e mis s ion

11 a llowances  a re  fue l-re la ted, I recommend tha t the  re ta il portion of any revenues  rece ived

12 by the  Company as  compensa tion for us ing those  a llowances  in the  production of ene rgy

13 be  credited to ra tepaye rs  through the  PPFAC. The  re ta il portion of proceeds  rece ived by

14 TEP for the  EPA auction of a llowances  should a lso be  credited to ra tepaye rs  through the

15 P P FAC. Additiona lly, should TEP  se ll a llowa nce s  in the  ma rke t in future  pe riods , those

16 revenues should also be credited to ratepayers through the PPFAC .

17

1 8 Q» Wh y s h o u ld  p ro c e e d s  fo r  S 02 e m is s io n  a llo wa n c e  s a le s  b e  in c lu d e d  in  th e  P P FAC?

19 The  PPFAC is  the  a ppropria te  me cha nism to flow the  proce e ds  from the  EPA a uction of

20 S O; e mis s ion a llowa nce s  a nd S O; a dde r re ve nue s  to  ra te pa ye rs  be ca us e  it is  the

21 mechanism used to recover ne t fue l and purchased ene rgy expense . S ince  SO; emiss ion

22 a llowances  a re  re la ted to fue l, the  re ta il portion of any proceeds  rece ived by TEP for sa les

23

A.

A.

A.

a ssocia ted with the  use  of those  a llowances  should be  flowed to ra tepaye rs  through the
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1 P P FAC a s  a n offse t to fue l e xpe nse . Additiona lly, the  ma rgins  tha t TEP  re a lize s  on the

2 sa le  of SON emission a llowances are  materia l and can vary s ignificantly from year to year.

3

4 Q-

5

Is it common for the margins realized on the sale of S02 allowances to be credited

against utility fuel costs in a fuel adjustment mechanism?

6

7

Yes . As  described in the  te s timony of S ta ff witness  Emily Medina , crediting fue l cos ts  for

the  ma rg ins  re a lize d  by a n  e le c tric  u tility on  its  s a le  o f S O; a llowa nce s  in  a  fue l

8 a djus tme nt me cha nis m is  fa irly common. Ms . Me dina 's  te s timony provide s  s e ve ra l

9 specific examples from recent cases, of where  this  has been required.

10

11 Q-

12

Are you aware of any other recent cases in which the net proceeds of a utility's S02

allowance sales were ordered to be credited against fuel costs in the utility's fuel

13 adjustment mechanism?

14

15

16

1.7

Ye s . The  Arka ns a s  P ublic S e rvice  Commis s ion ("AP S C") in a  re ce nt ra te  ca s e  involving

Ene rgy Arka ns a s , Inc . ("EAI") re quire d EAI to cre dit the  ne t proce e ds  of tha t utility's

S O; a llowa nce  s a le s  a ga ins t fue l cos ts  in EATs  Ene rgy Cos t Re cove ry Ride r ("Ride r

ECR°=).16

18

A.

A.

16 Docket No. 06-101-U, Order Nos. 10 and 16.
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1 Effective  Date  for PPFA C

2 Q- When does  TEP propos e  tha t its  PPFAC would become effec tive?

3

4

5

As de scribe d in Mr. Hutche ns ' te s timony on pa ge s  32-33, TEP  propose s  tha t its  PPFAC

would go into e ffe ct in 2010. S pe cifica lly, TEP  propos e s  ha ving a  2010 P P FAC ra te  in

e ffe ct April 1, 2010."

6

7 Q- Does  S ta ff agree  tha t a  new PPFAC mechanis m for TEP s hould begin April 1, 2010?

8

9

1 0

No. S ta ff propose s  tha t the  ne w P P FAC for TEP  should be gin April 1, 2009. More ove r,

diffe re nce s  be twe e n a ctua l a nd STEP-proje cte d fue l a nd purcha se d powe r cos ts  for the

period starting January l, 2009, should be  addressed in the  time-up mechanism.

1 1

1 2 PPFAC Forward-Looking and True- Up Components

1 3 Q. Please discuss TEP's proposal for a forward component in the PPFAC.

1 4

1 5

TEP proposes to include a forward component and a true-up component in the PPFAC.

Staff agrees, conceptually, with the inclusion of these components in the PPFAC.

1 6

1 7 Q-

1 8

In the APS rate case, did Staff recommend a forward component and a true-up

component for the APS PSA?

1 9 Ye s . In the  AP S  ra te  ca s e , S ta ff re comme nde d a  P la n of Adminis tra tion de s igne d to

20

2 1

22

23

provide  for the  re cove ry of a ctua l, prude ntly incurre d Me l a nd purcha s e d powe r cos ts ,

ba se d on thre e  compone nts : (l) a  forwa rd  compone nt (ba s e d on fore ca s t fue l a nd

purchased power costs), (2) an his torica l component (which tracks the  diffe rences be tween

actua l and recove red cos ts ), and (3) a  trans ition component (which provides  for recove ry

3.

A.

A.

4.

A.

A.

17 Per Mr. Hutchens' testimony at page 32, TEP proposes to use its forecast of fuel and purchased power cost for
2009, to be updated by TEP later in this proceeding, as the basis for establishing the Base Cost of Fuel and Purchased
Power in 2009.
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1 of ba la nce s  a ris ing  unde r the  p rovis ions  o f the  p re vious  powe r s upp ly re cove ry

2 mechanism).

3

4 Q- Does TEP need a transition component?

5 A.

6

No. Because  TEP does  not currently have  a  fue l adjus tment mechanism, it does  not need

a  transition mechanism in its  PPFAC .

7

8 Q- In the APS rate case, did the Commission approve a PSA with a forward component

9 and a true-up component?

10 Ye s .

11

The  P S A tha t the  Commis s ion  a pprove d  fo r AP S  inc lude d  bo th  a  fo rwa rd

component and a  true-up component, as had been recommended by Staff in that case.l8

1 2

13 Carrjving Costs  on PPFAC bank ba lance

14 Q- Does Staff support recognition of carrying costs on the PPFAC bank balances?

15 Yes . P roviding for ca rrying cos ts  on de fe rred PPFAC bank ba lances  prospective ly would

16 be  appropria te .

17

1 8 Q- What interest rate should be applied to the monthly PPFAC bank balance?

19

20

21

22

23

24

S ta ff re comme nds  us ing a n inte re s t ra te , ba s e d on the  one -ye a r Nomina l Tre a s ury

Cons ta nt Ma turitie s  ra te  conta ine d in the  Fe de ra l Re s e rve  S ta tis tica l Re le a s e , H~l5,

a pplie d e a ch month to the  pre vious  month 's  ba la nce . This  is  e s s e ntia lly the  s a me

re comme nda tion for the  ca noing cos t ra te  tha t S ta ff propos e d in the  AP S  P S A P la n of

Adminis tra tion. The  inte re s t ra te  is  a djus te d a nnua lly on the  firs t bus ine s s  da y of the

calendar year in the same manner as die  customer deposit ra te .

A.

5.

A.

A.

is As noted above in my testimony, the Commission's final determination of the APS PSA incorporated some
additional provisions that were not recommended by Staff, including a provision for 90/10 sharing and an annual
bandwidth provision of 4 mills per kph.
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1 Q. How does the carrying cost rate Staff recommends compare with TEP's proposal?

2

3

4

5

As  s hown on Exhibit DGH-10 to  Dire c t Te s timony of TEP  witne s s  Hutche ns , on  pa ge  l,

unde r ite m 2 , "De fin itions ," TEP  de fine s  "Applica b le  In te re s t" fo r the  P P FAC a s  be ing

"Ba s e d on one -ye a r Nomina l Tre a s ury Cons ta nt Ma turitie s  ra te  conta ine d in the  Fe de ra l

Re s e rve  S ta tis tica l Re le a s e  H-l5 ." Thus , TEP  a ppe a rs  to  be  in  a gre e me nt with  S ta ff on

6 this  is s ue .

7

8 Filing and Reporting Requirements

9 Q. Wh a t k in d s  o f filin g  a n d  re p o r t in g  s h o u ld  b e  re q u ire d  fo r  TEP 's  n e w P P FAC

10 mechanism?

11

12

13

S ta ff re comme nds  tha t filing a nd re porting be  re quire d for a  ne w TEP  P P FAC me cha nis m,

s imila r to  thos e  s e t forth  in  the  AP S  P S A P la n of Adminis tra tion, with s uch e le me nts  a s

th e  a n n u a l re p o rtin g  p e rio d  a n d  s p e c ific  in fo rm a tio n  to  b e  file d  b e in g  a p p ro p ria te ly

ta ilore d to tit TEP 's  s itua tion.14

15

16 Whether Sharing and Cap Provisions Should be Imposed

17 Q- What aspects of the PPFAC do you address in this section of your testimony?

18

19

I a ddre s s  whe the r othe r ince ntive  provis ions , s uch a s  a  90/10 s ha ring provis ion a nd a n

a nnua l ca p, s hould be  include d in the  P P FAC for TEP .

20

21 Q- The 90/10 sharing provision and the annual cap represented two areas of significant

differences in the PSA that Staff had recommended for APS and the PSA that the22

23 Commission ultimately adopted for APS, didn't they?

24

25

A.

A.

6.

A.

A.

7.

Ye s , the s e  a re a s  we re  s ignifica nt diffe re nce s  in the  P S A propos e d by S ta ff for AP S  a nd

the  P S A a pprove d by the  Commis s ion, which include d a  90/10 s ha ring provis ion a nd a  4
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1

2

mill annua l cap in the  Commiss ion-approved APS PSA, both items of which had not been

recommended by Sta ff in tha t proceeding.

3

4 Q- What reasons did the Commission state for maintaining a 90/10 sharing provision in

5 the  AP S  P S A?

6

7

8

At pa ge  111, De cis ion No. 69663 s ta te d conce rning the  AP S  P S A tha t: "a  pros pe ctive

adjus tor should a lso conta in a  sha ring provis ion to provide  an incentive  for the  Company

to keep its fuel and purchased power costs as close to base rates as possible ."

9

10 At pages 106-107 of Decis ion No. 69663, the  Commission s ta ted:

11

12
13
14
15
16
17
18
19
20
21
22
23
24

"We believe that maintaining an incentive mechanism with the opportunity
for some 'sharing' of the savings or costs of the purchasedpower and fuel
costs is appropriate. Although the 90/10 sharing may be a 'blunt
instrument, ' apparently it did hit the mark and has worked to insure that
APS is diligent in its fuel procurement. [cite omitted] As pointed out by
RUCO, it is not a Penalty provision' but an incentive mechanism to align
APS ' interest in acquiring fuel with the interests of APS' customers who
pay the costs that APS incurs. However, we do agree with APS '
reeommenalations to modyy which costs are subject to the sharing
requirement. We agree with APS that the fxed or demand element oflong-
term Purchase Power Agreements required through competitive
procurement and renewable energy purchases not otherwise recoverable
through the EPS/RES should be excluded from the sharing requirement. "

25

26 Q- Does  S ta ff recommend an APS-type  90/10 s haring provis ion in  the  TEP PPFAC?

27

28

29

30

3 1

32

A.

A. No. S ta ff recognizes  tha t such sha ring mechanisms can provide  an incentive  to utilitie s  in

procuring fue l and purchased power under the  right circumstances . Also, S ta ff recognizes

tha t the  circums ta nce s  a re  s ome wha t s imila r for TEP  a nd AP S . Howe ve r, ra the r tha n

a pply a n AP S -type  90/10 s ha ring provis ion in the  TEP  P P FAC, S ta ff ha s  a tte mpte d to

deve lop othe r provis ions  of the  PPFAC to provide  appropria te  incentives  and to he lp a lign

the  inte re s ts  of TEP  a nd ra te pa ye rs  with re spe ct To ite ms  include d in the  P P FAC. S ta ff
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1 be lieves  this  type  of approach is  pre fe rable  to the  APS-type  90/10 sha ring provis ion. One

2

3

4

of Staff' s  primary concerns about an APS-type  90/10 sharing mechanism is  tha t it tends to

function a s  a  "blunt ins trument" and may not be  providing appropria te  incentives . It could

even function to harm ra tepayers under certa in circumstances.

5

6 Q- P le a s e  de s c ribe  s ome  o f the  s imila ritie s  be twe e n  AP S ' a nd  TEP 's  s itua tion  fo r fue l

7

8

and purchase power procurement that are believed to be significant with respect to

whether a 90/10 sharing mechanism should be imposed.

9

10

11

12

13

APS owns  a  subs tantia l and dive rs ified mix of gene ra tion re sources , including base  load

nucle a r a nd coa l units  with re la tive ly low a nd his torica lly s ta ble  fue l cos ts . AP S  is  a ls o

subj e t to fue l cos t vola tility, prima rily through its  exposure  to na tura l ga s  and purchased

powe r price  fluctua tions . P rior to its  la s t ra te  ca s e , AP S  ha d a  P S A, but tha t P S A wa s

quite  re s trictive  a nd conta ine d ce rta in provis ions , s uch a s  ca ps , tha t we re  be coming

14 proble ma tic.

15

16

17

18

19

Like  AP S , TEP  a lso owns  subs ta ntia l ge ne ra tion, including ba se  loa d coa l units  (but no

nucle a r). TEP  is  a ls o s ubje ct to  fue l cos t vola tility, prima rily through its  e xpos ure  to

na tura l ga s  a nd purcha s e d powe r price  fluctua tions . TEP  doe s  not curre ntly ha ve  a

P P FAC. S e ve ra l ye a rs  a go, TEP  did ha ve  a  fue l a djus tMe nt me cha nis m, but it wa s

terminated because of misuse.20

21

22

23

24

A.

Be ca us e  of the ir ge ne ra lly s imila r s itua tions  with re s pe ct to fue l a nd purcha s e d powe r

cos ts , one  might e xpe ct tha t TEP  would ha ve  a  s imila r de gre e  of influe nce  a nd control

over its  fuel and purchase  power costs  as APS may have over its  power costs .
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1

2

3

It is  probably a lso rea lis tic to be lieve  tha t TEP  would anticipa te  a  s imila r degree  of power

cost price  s tability as  APS would have , s ince  TEP has  base  load coa l genera ting units  and

other generating assets.

4

5

6

7

Howe ve r, while  impos ing the  AP S  90/10 sha ring me cha nism on the  TEP  P P FAC a t this

time  a nd unde r such circums ta nce s  might s e e m a ppropria te  be ca use  of the  s imila ritie s

be tween these  e lectric utilitie s , S ta ff be lieves  tha t this  would be  inadvisable  and unfa ir to

8 TEP and its  ra tepayers for the  reasons described below.

9

10 Q- Under what circumstances could a 90/10 sharing provision in a PPFAC be unfair to

11

12

13

14

15

ra te p a ye rs ?

Unde r c ircum s ta nce s  whe re  powe r cos ts  ha ve  de c re a s e d  due  to  ge ne ra l powe r m a rke t

conditions , ra te pa ye rs  would not re ce ive  the  full a mount of cos t s a vings  produce d by s uch

m a rke t-re la te d price  de c line s . De p riv in g  ra te p a ye rs  o f th e  fu ll b e n e fit  o f p o we r c o s t

de cre a s e s  tha t we re  outs ide  of the  control of the  utility a nd occur due  to  ge ne ra l m a rke t

16 fluctua tions seems unfa ir and inappropria te .

17

18 Q- Are there other reasons why Staff does not favor a sharing mechanism at this time

19 fo r TEP 's  P P FAC?

20

2 1

22

23

Ye s . S ta ff be lie ve s  tha t a n e ffe ctive  ince ntive  would by de finition be  s ome thing tha t

would  motiva te  the  u tility to  do  s ome thing  tha t it would  not o the rwis e  do , or to  do

something be tte r. S ta ff does  not be lieve  tha t a  90/10 sha ring provis ion would necessa rily

ha ve  tha t re s ult for TEP . Give n TEP 's  s itua tion, a  90/l() s ha ring me cha nis m would not

24

25

26

A.

A.

necessa rily improve  the  utility's  fue l and purchase  power procurement decis ions . It could

even have  a  de trimenta l re sult on procurement decis ions  by emphasizing short-tenn price

s tability ove r long-te rm lowest cos t procurement.
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1

2

3

4

5

6

7

8

Moreover, crea ting a  sha ring provis ion tha t produces  reward/pena lty amounts  tha t a re  not

dire ctly re la te d to the  utility's  powe r procure me nt e fforts  doe s  not s e e m a ppropria te .

Be ca us e  e ne rgy ma rke ts  ca n be  vola tile  a nd price s  ca n cha nge  s ignifica ntly, in TEP 's

s itua tion, sha ring re sults  could be  produce d through uncontrolla ble  ma rke t fluctua tions ,

ra the r tha n a s  a  dire ct re sult of utility fue l procure me nt de cis ions . Eve n if the  Compa ny

ma de  fully prude nt a nd we ll pla nne d purcha s e s , unde r a  90/10 s ha ring provis ion, the

vola tility of e ne rgy ma rke ts  tha t is  be yond the  Compa ny's  contro l could  ca us e  the

Company to absorb power cos t increases  or cause  its  cus tomers  to not fully rece ive  cos t

9 decreases.

10

11

12

13

14

1 5

16

S ta ff is  conce rne d tha t including a n AP S -type  90/10 s ha ring provis ion for TEP 's  initia l

P P FAC would not improve  upon the  ince ntive  the  Compa ny a lre a dy ha s  to procure  fue l

and power a t a  reasonable  cost, and could like ly result in the  seemingly unfa ir result of the

Compa ny a bsorbing cos t incre a se s  tha t a re  be yond its  a bility to control, or, conve rse ly,

preventing ra tepayers  from fully rece iving the  benefits  of power cos t decreases  tha t re sult

from energy marke t fluctua tions , tha t a re  aga in, beyond the  control or influence  of TEP.

17

18

19

For the  re a sons  de scribe d a bove , S ta ff doe s  not fa vor incorpora ting a n AP S -like  90/10

sharing provis ion into the  TEP PPFAC a t this  time .

20

21 Q.

22

If s o me  typ e  o f s h a rin g  p ro vis io n  we re  to  b e  in c o rp o ra te d  in to  th e  TEP  P P FAC,

s hould it apply to  8 fue l and purchas ed power cos ts ?

23

24

25

A. No . As  de s cribe d a bove , S ta ff doe s  not be lie ve  tha t a  s ha ring provis ion s hould be

include d in the  TEP  P P FAC a t this  time . Howe ve r, if one  we re  to be  include d, s imila r to

the  provis ions  in De cis ion No. 69663 for APS , it should not a pply to the  fixe d or demand
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2

e le m e n ts  o f lo n g -te rm  p u rc h a s e d  p o we r a g re e m e n ts  a c q u ire d  th ro u g h  c o m p e tit iv e

procure me nt or to re ne wa ble  e ne rgy purcha se s .

3

4 Q-

5

You have said that Staff does not favor including a sharing provision in the TEP

PPFAC at this time. Please explain the time element.

6

8

9

10

11

12

13

14

15

16

17

18

19

As  de s c ribe d  a bove ,  TEP 's  s itua tion  ha s  a  num be r of s im ila ritie s  to  the  AP S  s itua tion .

Both AP S  a nd TEP  own s ubs ta ntia l a nd dive rs ifie d ge ne ra tion, including s ubs ta ntia l ba s e

loa d ge ne ra tion  a nd o the r type s  of ge ne ra tion . Although  S ta ff doe s  no t re c om m e nd  a

s ha ring  p rov is ion  fo r the  TEP  P P F AC a t th is  tim e ,  it wou ld  p roba b ly be  re a s ona b le  to

re cons ide r whe the r a n a ppropria te  s ha ring me cha nis m could be  de ve lope d a nd a pplie d to

the  TEP  P P FAC a fte r a  fe w ye a rs  of e xpe rie nce  ha ve  occurre d with the  ne w P P FAC a nd

the  Com pa ny's  procure m e nt de cis ions  unde r it.  In  ge ne ra l,  S ta ff doe s  not fa vor a n AP S -

type  90/10 s ha ring m e cha nis m . Howe ve r,  th is  doe s  not m e a n tha t s om e  type  of s ha ring

provis ion,  ta ilore d to  providing a n ince ntive  towa rd im prove d fue l a nd purcha s e d powe r

procure m e nt de cis ions , s hould ne ve r be  cons ide re d for the  TEP  P P FAC. Inde e d, it m ight

be  a ppropria te  to impos e  a  we ll-conce ive d ince ntive  me cha nis m on TEP  in the  future  a fte r

a  ba s e line  ha s  be e n e s ta blis he d with  this  utility's  powe r procure m e nt.  P ote ntia lly one  or

two ye a rs  of e xpe rie nce  unde r the  ne w P P FAC could be  s uffic ie nt to  provide  a  ba s e line

from which a ppropria te  powe r procure me nt ince ntive s  could be  de ve lope d.

20

2 1 Q- You also noted that one of the differences between what Staff had recommended and

22

23

what the Commission adopted for the APS PSA was a 4 mill annual cap. What did

Decision No. 69663 state with respect to the 4 mill annual cap that the Commission

24 im p o s e d  o n  th e AP S  P S A?

25 P a ge  112 of De cis ion No. 69663 s ta te d tha t:

26

7

A.

A.
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4
5
6
7
8
9

1 0

"APS proposed to modyv the PSA by eliminating the four mil cumulative
'lifetime' cap on the Annual PSA Aahustor and replace it with a four mil
annual cap. Staffs proposal was to eliminate the cap entirely. The
Commission ends that the four mil cap should be an annual, not a lifetime
cap. In other words, the PSA achustor rate could not increase, or decrease,
in any one year, more than four mills from the existing PSA aahustor rate.
this level, combined with the higher base cost of fuel we are adopting in
this Order, and the other changes to the PSA as described above, will
signu'icantly improve APS' cash flow, while at the same time protecting
ratepayers f"om potential large spikes in the PSA. "

1 1

12 Q- Please address whether a cap, such as the 4 mil annual cap, should be included in the

13 TEP PPFAC.

14

15

1 6

17

18

19

20

21

22

23

24

25

26

27

The  purpose  of a n a nnua l ca p is  to prote ct ra te pa ye rs  from la rge  spike s  in the  P P FAC, i.e .,

to he lp mode ra te  a  "ra te  s hock" s itua tion. In e va lua ting whe the r to impos e  a n a nnua l ca p,

a nd the  le ve l of s uch ca p, a  ba la nc ing be twe e n (1) a voiding a  "ra te  s hock" s itua tion a nd

(2) c re a ting  la rge  de fe rra ls  for unre cove re d cos ts ,  m us t be  cons ide re d.  As  propos e d by

S ta ff,  the  ne w P P F AC would  c om m e nc e  e ffe c tive  April l,  2009 .19  Curre n tly,  we  ha ve

informa tion on wha t TEP  fore ca s ts  its  fue l a nd purcha se  powe r cos ts  to be  for 2009.20 The

2009 fue l a nd  purcha s e d  powe r cos t pro je c tion  TEP  provide d  in  re s pons e  to  S ta ff da ta

re que s t LA 11.29 doe s  not a ppe a r to  re pre s e nt a  "ra te  s hock" s itua tion.21 TEP  witne s s

Hutche ns  s ta te d a t pa ge  32 of his  dire ct te s tim ony tha t TEP  pla ns  to upda te  its  2009 fue l

a nd purcha s e d powe r fore ca s t,  howe ve r,  we  ha ve  not s e e n TEP 's  upda te .  Cons e que ntly

we  d o  n o t kn o w a t th is  t im e  if im p o s in g  a  4  m il a n n u a l c a p  wo u ld  p re v e n t TE P  fro m

tim e ly re cove ry of its  fue l a nd purcha s e d powe r cos ts  in  2009 a nd be yond a nd re s ult in

la rge  de fe rra ls . Th e  p u rp o s e  o f a  fo rwa rd  lo o kin g  c o m p o n e n t  in  th e  P P F AC ,  a s

re c ogn iz e d  by the  Com m is s ion  in  De c is ion  No .  69663 ,  is  to  m a ke  the  re c ove ry o f the

A.

19 TEP proposes an effective date for its proposed new PPFAC of April 1, 2010.
20 Such information was provided in response to Staff data request LA 11.29.
21 Note, the "rate shock" issue should be evaluated with respect to the amount of total rate increase, including the
increase in TEP's base rates that results from the current rate case proceeding, as well as the projected impact of
potential PPFAC rate increases.
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1

2

utility's  power cos ts  time lie r, the reby improving the  Company's  ca sh How. An annua l cap

se t too low could defea t tha t objective .

3

4 Q- Does  S ta ff recommend an annua l cap for the  TEP PPFAC?

5

6

7

No, not a t this  time . This  is sue  will be  re -e va lua te d by S ta ff if TEP  provide s  upda te d fue l

and purchased power forecas t infonna tion for 2009 or beyond which sugges ts  tha t a  cap

may be  needed in order to prevent a  "ra te  shock" s itua tion.

8

9 Q-

10

11

Do you believe that the PPFAC proposed by Staff fairly balances the interests of the

utility and its ratepayers and provides adequate incentive to the company to seek the

most economical sources of fuel and purchased power?

12

13

14

15

16

17

18

Ye s . Unde r the  P P FAC propos e d by S ta ff; TEP  doe s  not re ce ive  a ny re turn on its

prudently incurred fue l and purchased power cos ts . S ta ff does  not be lieve  tha t TEP would

ha ve  a nything to  ga in  by not s e e king out the  mos t e conomica l s ource s  of fue l a nd

purchased power. S ta ff be lieves  tha t its  proposed PPFAC, which includes  provis ions  for a

prude nce  re vie w, provide s  TEP  with a de qua te  ince ntive s  to procure  re lia ble  source s  of

fue l a nd e ne rgy a t re a sona ble  price s , a nd to he dge  a n a ppropria te  a mount of fue l a nd

purchased power to provide  s tability in price .

19

20 Requirement for Commission approval ofPPFAC rate changes

21 Q- Should there  be  a  requirement for Commis s ion approva l of a ll PPFAC ra te  changes ?

22

23

24

Yes. TEP 's  proposed PPFAC conta ins  a  provis ion in 1I5.E22 tha t: "S ta ff must review and

e ithe r a pprove , modify or de ny TEP 's  re que s t within 30 da ys ." This  provis ion should be

re vis e d to re quire  Commis s ion a pprova l of the  P P FAC ra te  cha nge . A11 PPFAC ra te

25 cha nge s  s hou ld  re qu ire  Commis s ion  a pprova l be fore  be ing implemented. This

22 See TEP witness Hutchins' Exhibit DGH-10, page 6, item E, Extraordinary Circumstances..

A.

A.

8.

A.

l l!
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1

2

requirement for Commission approva l should include  any PPFAC ra te  changes  to address

extraordinary circumstances .

3

4

5

Summary of PPFA C Recommendations

Please summarize your recommendations concerning the development of a new

PPFAC mechanism for TEP.

Q-

6

7

8

9

1 0

11

1 2

1 3

1 4

1 5

1 6

1 7

The  new PPFAC proposed by TEP conta ins  obi ectionable  fea tures  such as  automatica lly

a djus ting ra te s  without Commiss ion a pprova l a nd inclus ion of cos ts  tha t would more

appropria te ly be  addressed in base  ra tes24, a s  we ll a s  ra is ing other concerns , and should

there fore  be  re jected. A new PPFAC for TEP should be  deve loped a long the  genera l lines

of the  APS PSA Plan of Adminis tra tion tha t S ta ff proposed for the  Arizona  Public Se rvice

Compa ny in Docke t Nos . E-01345A-05-0816 e t a l, a fte r a ppropria te  a djus tme nts  to fit

TEP 's  circumstances . S ta ff re comme nds  tha t such provis ions  include  cre diting a ga ins t

PPFAC cos ts  the  following: (l) the  ma rgins  on short-te rm sa le s  for re sa le , (2) 10 pe rce nt

of the  ne t pos itive  margin rea lized by TEP on wholesa le  trading, and (3) the  ne t proceeds

rea lized on the  sa le  of S02 a llowances . The  amounts  credited aga ins t othe r PPFAC costs

for these  items would be  measured based on the  diffe rences be tween the  annual amounts

1 8 and the  amounts  re flected in the  de te rmina tion of TEP 's  base  ra te s . The  new PPFAC for

1 9 TEP  s hould  be come  e ffe ctive  April 1 , 2009. It s hould  cove r cha nge s  in  fue l a nd

purchased power costs  (PPFAC includable  costs) from January 1, 2009 forward.2 0

2 1

2 2 Q Does this conclude your Testimony

23 A Yes. it does

A.

See, Ag., TEP witness  Hutchens ' Exhibit DGH-10, page 6, item E, Extraordinary Circumstances
See, e.g., TEP witness  Hutchens ' Exhibit DGH-10, page 6, item 9-B, Other Allowable Cos ts , and item 9-A

Account 557. Broker Fees
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Attachment RCS-1
QUALIFICATIONS  OF RALP H c . S MITH

Accomplishments
Mr. Smith's  profess ional credentia ls  include being a  Certified Financial Plam1erTm profess ional, a  licensed
Certified Public Accountant and a ttorney. He functions  as  project manager on consulting projects
involving utility regula tion, regula tory policy and ra temaking and utility management. His  involvement in
public utility regula tion has  included project management and in-depth analyses  of numerous  issues
involving telephone, electric, gas , and water and sewer utilities .

Mr, Smith has  performed work in the field of utility regula tion on beha lf of indus try, PSC s ta ffs , s ta te
a ttorney genera ls , mtuiicipalities , and consumer groups  concerning regula tory matters  before regula tory
agencies  in Alabama, Alaska , Arizona , Arkansas , California , Connecticut, Delaware, Florida , Georgia ,
Hawaii, Illinois , Indiana , Kentucky, Louis iana , Ma ine, Michigan, Minnesota , Mis s is s ippi, Mis souri, New
Jersey, New York, Nevada , North Dakota , Ohio, Pemisylvania , South Carolina , South Dakota , Texas ,
Washington, Washington, D.C., Canada, Federal Energy Regulatory Connniss ion and various  s ta te and
federa l courts  of law. He has  presented expert tes timony in regula tory hearings  on beha lf of utility
commiss ion s taffs  and interveners  on several occas ions .

Project manager in Larkin & Associates' review, on behalf of the Georgia Commission Star of the budget
and planning activities of Georgia Power Company, supervised 13 professionals, coordinated over 200
interviews with Company budget center managers and executives, organized and edited voluminous audit
report, presented testimony before the Cornniission. Functional areas covered included fossil plant O&M,
headquarters and district operations, internal audit, legal, affiliated transactions, and responsibility
reporting. All of our findings and recommendations were accepted by the Cormnission.

Key team member in the firm's  management audit of the Anchorage Water and Wastewater Utility on
behalf of the Alaska  Colniniss ion Staff, which assessed the effectiveness  of the Utility's  opera tions  in
severa l a reas , respons ible for in-depth inves tiga tion and report writing in a reas  involving information
systems, finance and accounting, affilia ted rela tionships  and transactions , and use of outs ide contractors .
Tes tified before the Alaska  Commiss ion concerning certa in a reas  of the audit report. AWWU concerned
with each of Mr. Smith's  40 plus  recommendations  for improvement.

Co-consultant in the analys is  of the issues  surrounding gas  transporta tion performed for the law firm of
Crava th, Swains  & Moore in conjunction with the case of Reynolds  Meta ls  Co. vs . the Columbia  Gas
System, Inc., drafted in-depth report concerning the regula tory trea tment a t both s ta te and federa l levels  of
issues  such as  flexible pricing and mandatory gas  transporta tion.

Lead consultant and expert witness  in the analys is  of the ra te increase reques t of the City of Austin -
Electric Utility on behalf of the res identia l consumers . Among the numerous  ra teina ldng issues  addressed
was  the economies  of the Utility's  employment of outs ide services , provided both written and ora l
tes timony outlining recommendations  and their bases . Most of Mr. Smith's  recommendations  were adopted
by the City Council and Utility in a  s ettlement.

Key team member performing an analys is  of the ra te s tabiliza tion plan submitted by the Southern Bell
Telephone & Telegraph Company to the Florida  PSC, performed comprehens ive analys is  of the Company's
projections  and budgets  which were used as  the basis  for es tablishing rates .

Lead consultant in analyzing Southwestern Bell Telephone separa tions  in Missouri, sponsored the complex
technical analys is  and calcula tions  upon which the Finn's  tes timony in dirt case was  based. He has  a lso
ass is ted in analyzing changes  in deprecia tion methodology for setting telephone ra tes .
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Lead consultant in the review of gas  cos t recovery reconcilia tion applica tions  of Michigan Gas  Utilities
Company, Michigan Consolida ted Gas  Company, and Consumers  Power Company. Drafted
recommendations  regarding the appropria te ra te of interes t to be applied to any over or under collections
and the proper procedures  and allocation methodology to be used to dis tribute any refunds  to cus tomer
classes.

Lead consultant in the review of Consumers  Power Company's  gas  cos t recovery refund plan. Addressed
appropria te interes t ra te and compounding procedures  and proper a llocation methodology.

Project manager in the review of the reques t by Centra l Maine Power Company for an increase in ra tes .
The major area  addressed was  the propriety of the Colnpany's  ra temaking a ttrition adjus tment in rela tion to
its  corporate budgets  and projections .

Project manager in an engagement designed to address  the impacts  of the Tax Reform Act of 1986 on gas
dis tribution utility opera tions  of the Northern Sta tes  Power Company. Ana lyzed the reduction in the
corpora te tax ra te, uncollectibies  reserve, ACRS, tmbilled revenues , cus tomer advances , CIAC, and timing
of TRA-rela ted impacts  associa ted with the Company's  tax liability.

Project manager and expert witness  in the determination of the impacts  of the Tax Reform Act of 1986 on
the opera tions  of Connecticut Natura l Gas  Company on behalf of the Connecticut Department of Public
Utility Control - Prosecutoria l Divis ion, Connecticut Attorney Genera l, and Connecticut Department of
Consumer Counsel.

Lead Consultant for The Minnesota  Depa ent of Public Service ("DPS") to review the Minnesota
Incentive P lan ("Incentive P lan") proposa l presented by Northwes tern Bell Telephone Company ("NWB")
doing bus iness  as  U S West Communications  ("USWC"). Objective was  to express  an opinion as  to
whether current ra tes  addressed by the plan were appropriate from a Minnesota  intras tate revenue
requirements  and accounting perspective, and to ass is t in developing recommended modifications  to
NWB's  proposed Plan.

Performed a  variety of ana lytica l and review tas lm rela ted to our work effort on this  project. Obta ined and
reviewed data  and performed other procedures  as  necessary (1) to obtain an unders tanding of the
Company's  Incentive Plan filing package as  it rela tes  to ra te base, operating income, revenue requirements ,
and plan operation, and (2) to formulate an opinion concerning the reasonableness  of ciurent ra tes  and of
amounts  included within the Company's  Incentive Plan tiling. These procedures  included reques ting and
reviewing extens ive discovery, vis iting the Company's  offices  to review da ta , is suing follow-up
information requests  in many ins tances , telephone and on-s ite discuss ions  with Company representatives ,
and frequent discuss ions  with counsel arid DPS Staff ass igned to the project.

Lead Consultant in the regula tory ana lys is  of Jersey Centra l Power & Light Company for the Department
of the Public Advoca te, Divis ion oRa te Counsel. Tasks  performed included on-s ite review and audit of
Company, identification and analysis  of specific issues , preparation of data  requests , tes timony, and cross
examina tion ques tions . Tes tified in Hearings .

Ass is ted the NARUC Committee on Management Analys is  with drafting the Consultant Standards  for
Management Audits .

Presented tra ining seminars  covering public utility accounting, tax reform, ra temaking, a ffilia ted
transaction auditing, ra te case management, and regula tory policy in Maine, Georgia , Kentucky, and
Pennsylvania . Seminars  were presented to commiss ion s taffs  and consumer interes t groups .
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Previous  Positions

With Larkin, Chapski and Co., the predecessor firm to Larkin & Associa tes , was  involved primarily in
utility regula tory consulting, and a lso in tax planning and tax research for bus inesses  and individuals , tax
return prepara tion and review, and independent audit, review and prepara tion of financia l s ta tements .

Installed computerized accounting system for a realty management fem,

Educa tion

Bachelor of Science in Adminis tra tion in Accounting,
1979.

with distinction, University of Michigan, Dearborn,

Master of Science in Taxa tion, Walsh College, Michigan, 1981. Mas ter's  thes is  dea lt with inves tment tax
credit and property tax on various  assets .

Juris  Doctor, cum laude, Wayne Sta te Univers ity Law School, Detroit, Michigan, 1986. Recipient of
American Jurisprudence Award for academic excellence.

Passed all parts of CPA examination in first sitting, 1979. Received CPA certificate in 1981 and Certified
Financial Plamiing certificate in 1983. Admitted to Michigan and Federal bars in 1986.

Michigan Ba r Associa tion.

American Bar Associa tion, sections  on public utility law and taxa tioll.

Partial list of utility cases participated in:

79-228-EL-FAC
79-231-EL-FAC
79-535-EL-AIR
80-235-EL-FAC
80-240-EL-FAC
U-1933*
U-6794
81-0035TP
81-0095TP
81-308-EL-EFC
810136-EU
GR-81-342
Tr-81-208
U-6949
8400
18328
18416
820100-EU
8624
8648
U-7236
U6633-R
U-6797-R

Cincinna ti Gas  & Electric Company (Ohio PUC)
Cleveland Electric Illumina ting Company (Ohio PUC)
Eas t Ohio Gas  Company (Ohio PUC)
Ohio Edison Company (Ohio PUC)
Cleveland Electric Illumina ting Company (Ohio PUC)
Tucson Electric Power Company (Arizona  Corp. Commiss ion)
Michigan Consolida ted Gas  Co. --16 Refunds  (Michigan PSC)
Southern Bell Telephone Company (Florida  PSC)
Genera l Telephone Company of Florida  (Florida  PSC)
Dayton Power & Light Co.- Fuel Adjus tment Clause (Ohio PUC)
Gulf Power Company (Florida  PSC)
Northern Sta tes  Power Co. -- E-002/Minnesota  (Minnesota  PUC)
Southwes tern Bell Telephone Company (Missouri PSC))
Detroit Edison Company (Michigan PSC)
Eas t Kentucky Power Coopera tive, Inc. (Kentucky PSC)
Alabama Gas  Corporation (Alabama PSC)
Alabama Power Company (Alabama PSC)
Florida  Power Corpora tion (Florida  PSC)
Kentucky Utilities  (Kentucky PSC)
Eas t Kentucky Power Coopera tive, Inc. (Kentucky PSC)
Detroit Edison - Burlington Northern Refund (Michigan PSC)
Detroit Edison .. MRCS Program (Michigan PSC)
Consumers  Power Company -MRCS Program (Michigan PSC)



U-5510-R

82-240E

Consumers  Power Company - Energy conservation Finance
Program (Michigan PSC)
South Carolina  Electric & Gas  Company (South Carolina  PSC)
Generic Working Capita l Hearing (Michigan PSC)
Westcoas t Transmiss ion Co., (National Energy Board of Canada)
Southern Bell Telephone & Telegraph Co. (Florida  PSC)820294-TP

82-165-EL-EFC
(SubE1e A)
82-168-EL-EFC
830012-EU
U-7065

ER-83-206
U-4758

Toledo Edison Company(Ohio PUC)
Cleveland Electric Illumina ting Company (Ohio PUC)
Tampa Electric Company (Florida  PSC)
The Detroit Edison Company - Fermi II (Michigan PSC)
Columbia  Gas  of Kentucky, Inc. (Kentucky PSC)
Arkansas  Power & Light Company (Missouri PSC)
The Detroit Edison Company - Refunds  (Michigan PSC)
Kentucky American Water Company (Kentucky PSC)
Western Kentucky Gas  Company (Kentucky PSC)
Connecticut Light & Power Co. (Connecticut DPU)
Pa lm Coas t Utility Corpora tion (Florida  PSC)
Consumers  Power Co, - Partia l and Immedia te (Michigan PSC)
Continenta l Telephone Company of California , (Nevada  PSC)
Consumers  Power Company - Fina l (Michigan PSC)
Detroit Edis on Co., FAC & PIPAC Reconcilia tion (Michigan PSC)
Louis iana  Power & Light Company (Louis iana  PSC)
Campaign Ballot Proposa ls  (Michigan PSC)
Seacoas t Utilities  (Florida  PSC)
Detroit Edison Company (Michigan PSC)
CP Nationa l Corpora tion (Nevada  PSC)
Michigan Gas  Utilities  Company (Michigan PSC)
Sierra  Pacific Power Company (Nevada PSC)
Florida  Power & Light Company (Florida  PSC)
Michigan Consolida ted Gas  Company (Michigan PSC)
Consumers  Power Company (Michigan. PSC)
Michigan Consolida ted Gas  Company (Michigan PSC)
Consumers  Power Company - Gas  (Michigan PSC)
Michigan Gas  Utilities  Company (Michigan PSC)
Detroit Edison Company (Michigan PSC)
Indiana  & Michigan Electric Company (Michigan PSC)
Continenta l Telephone Co. of the South Alabama (Alabama PSC)
Duquesne Light Company (Pennsylvania  PUC)
Pennsylvania  Power Company (Pennsylvania  PUC)
Tampa Electric Company (Florida  PSC)
Louis iana  Power & Light Company (Louis iana  PSC)
Continenta l Telephone Co. of the South Alabama (Alabama PSC)

83-07-15
81-0485-WS
U-7650
83-662
U-7650
U-6488-R
U-15684
7395 & U-7397
820013-WS
U-7660
83-1039
U-7802
83-1226
830465-EI
U-7777
U-7779
U-7480-R
U~7488-R
U-7484-R
U-7550-R
U-7477-R**
18978
R-842583
R-842740
850050-EI
16091
19297
76-18788AA
&76-18793AA Detroit Edison - RefUnd - Appea l of U-4807 (Ingham

County, Michiga n Circuit Court)
85-53476AA
& 85-534785AA Detroit Edison Refund - Appea l of U-4758

(Ingham County, Michigan Circuit Court)
Consumers  Power Company .. Gas Refunds (Michigan PSC)
United Telephone Company of Missouri (Missouri PSC)
Centra l Maine Power Company (Maine PSC)

U-8091/U-8239
TR-85- 179* *
85-212
ER-85646001
& ER-85647001 New England Power Company (FERC)
850782-EI & 850783-EI Florida Power & Light Company (Florida PSC)
R-860378 Duquesne Light Company (Pennsylvania PUC)
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R-850267
851007-WU
& 840419-S U
G-002/GR-86-160
7195 (Interim)
87-01-03
87-01-02

Pennsylvania  Power Company (Pennsylvania  PUC)

R-860378
3673-
29484
U-8924
Docket No. 1
Docket E-2, Sub 527
870853
880069**
U-1954-88-102
T E-1032-88-102
89-0033
U-89-2688-T
R-891364
F.C. 889
Case No. 88/546*

Florida  Cities  Water Company (Florida  PSC)
Northern Sta tes  Power Company (Minnesota  PSC)
Gulf S ta tes  Utilities  Company (Texas  PUC)
Connecticut Natura l Gas  Company (Connecticut PUC))
Southern New England Telephone Company
(Connecticut Depa rtment of Public Utility Control)
Duquesne Light Company Surrebutta l (Pennsylvania  PUC)
Georgia  Power Company (Georgia  PSC)
Long Is land Lighting Co. (New York Dept. of Public Service)
Consumers  Power Company -. Gas  (Michigan PSC)
Aus tin Electric Utility (City of Aus tin, Texa s )
Carolina  Power & Light Company (North Ca rolina  PUC)
Pennsylvania  Gas  and Water Company (Pennsylvania  PUC)
Southern Bell Telephone Company (Florida  PSC)
Citizens  Utilities  Rura l Company, Inc. & Citizens  Utilities
Company, Kinsman Telephone Divis ion (Arizona  CC)
Illinois  Bell Telephone Compa ny (Illinois  CC)
Puget Sound Power & Light Company (Washington UTC))
Philadelphia  Electric Company (Pennsylvania  PUC)
Potomac Electric Power Company (Dis trict of Columbia  PSC)
Niagara  Mohawk Power Corpora tion, et a l P la intiffs , v.
Gulf+Western, Inc. et a l, defendants  (Supreme Court County of

87-11628*

890319-EI
891345-E1
ER 881 I 0912J
6531
R0901595
90-10
89-12-05
900329-WS
90- 12-018
90-E-1185
R-911966
1.90-07-037, Phase II

U-1551-90-322
U-1656-91-134
U-2013-91-133
91-174***

U-1551-89-102
& U-1551-89-103
Docket No. 6998
TC-91 -040A and
TC-91-040B

Rebutta l and PGA Audit (Arizona

9911030-WS &
911-67-WS
922180
7233 and 7243

Onondaga , S ta te of New York)
Duquesne Light Company, et a l, pla intiffs , aga ins t Gulf+
Western, Inc. et a l, defendants  (Court of the Common Pleas  of
Allegheny County, Penns ylvania  Civil Divis ion)
Florida  Power & Light Company (Florida  PSC)
Gulf Power Company (Florida  PSC)
Jersey Centra l Power & Light Company (BPU)
Hawaiian Electric Company (Hawaii PUCs)
Equitable Gas  Company (Pennsylvania  Consumer Counsel)
Artes ian Water Company (Delaware PSC)
Southern New England Telephone Company (Connecticut PUC)
Southern Sta tes  Utilities , Inc. (Florida  PSC)
Southern Ca lifornia  Edison Company (Ca lifornia  PUC)
Long Is land Lighting Company (New York DPS)
Pennsylvania  Gas  & Water Company (Pennsylvania  PUC)
(Inves tiga tion of OPEBs) Department of the Navy and a ll Other
Federa l Executive Agencies  (Ca lifornia  PUC)
Southwes t Gas  Corpora tion (Arizona  CC)
Sun City Water Company (Arizona  RUCO)
Havasu Water Company (Arizona  RUCO)
Centra l Maine Power Company (Department of the Navy and a ll
Other Federa l Executive Agencies )
Southwest Gas  Corporation -
Corpora tion Commiss ion)
Hawa iian Electric Company (Hawa ii PUC)
Intras ta te Access  Charge Methodology, Pool and Rates
Local Exchange Carriers  Associa tion and South Dakota
Independent Telephone Coa lition
Genera l Development Utilities  -
Wes t Coas t Divis ions  (Florida  PSC)
The Peoples  Natural Gas  Company (Pennsylvania  PUC)
Hawaiian Nonpens ion Pos tretirement Benefits  (Hawaiian PUC)

Port Malabar and
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R-00922314
& M-920313C006
R00922428
E-1032-92-083 &
U-1656-92-183

Metropolitan Edison Company (Pennsylvania  PUC)
Pennsylvania  American Water Company (Pennsylvania  PUC)

92-09-19
E-1032-92-073
UE-92-1262
92-345
R-932667
U-93-60**
U-93-50**
U-93-64
7700
E-1032-93-111 &
U-1032-93-193
R-00932670
U-1514-93- 169/
E-1032-93-169
7766
93-2006- GA-AIR*
94-E-0334
94-0270
94-0097
PU-314-94-688
94-12-005-Phase I
R-953297
95-03-01
95-0342
94-996-EL-AIR
95-1000-E
Non-Docketed
Sta ff Inves tiga tion
E-1032-95-473
E-1032-95-433

GR-96-285
94-10-45
A.96-08-001 et a l.

96-324
96-08-070, et al.

97-05-12
R-00973953

97-65

Citizens  Utilities  Company, Agua  Fria  Water Divis ion
(Arizona  Corpora tion Commiss ion)
Southern New England Telephone Company (Connecticut PUC)
Citizens  Utilities  Company (Electric Divis ion), (Arizona  CC)
Puget Sound Power and Light Company (Washington UTC))
Centra l Maine Power Company (Maine PUC)
Pennsylvania  Gas  & Water Company (Pennsylvania  PUC)
Matanuska  Telephone Associa tion, Inc. (Alaska  PUC)
Anchorage Telephone Utility (Ala ska  PUC)
PTI Communica tions  (Alaska  PUC)
Hawa iian Electric Company, Inc. (Hawa ii PUC)
Citizens  Utilities  Company - Gas  Divis ion
(Arizona  Corpora tion Commiss ion
Pennsylvania  American Water Company (Pennsylvania  PUC)
Sale of Assets  CC&N from Contel of the Wes t, Inc. to
Citizens  Utilities  Company (Arizona  Corpora tion Commiss ion)
Hawa iian Electric Company, Inc. (Hawa ii PUC)
The Eas t Ohio Gas  Company (Ohio PUC)
Consolida ted Edison Company (New York DPS)
Inter-Sta te Water Company (Illinois  Commerce Commiss ion)
Citizens  Utilities  Company, Kaua i Electric Divis ion (Hawa ii PUC)
Applica tion for Trans fer of Loca l Exchanges  (North DakotaPSC)
Pacific Gas  & Electric Company (Ca lifornia  PUC)
UGI Utilities , Inc. - Gas  Divis ion (Pennsylvania  PUC)
Southern New England Telephone Company (Connecticut PUC)
Consumer Illinois  Water, Kankakee Water Dis trict (Illinois  CC)
Ohio Power Company (Ohio PUC)
South Carolina  Electric & Gas  Company (South Carolina  PSC)
Citizens  Utility Company - Arizona  Telephone Opera tions
(Arizona  Corpora tion Commiss ion)
Citizens  Utility Co... Northern Arizona  Gas  Divis ion (Arizona  CC)
Citizens  Utility Co. - Arizona  Electric Divis ion (Arizona  CC)
Collabora tive Raterna ldng Process  Columbia  Gas  of Pennsylvania
(Pennsylvania  PUC)
Missouri Gas  Energy (Missouri PSC)
Southern New England Telephone Company (Connecticut PUC)
Ca lifornia  Utilities ' Applica tions  to Identify Sunk Cos ts  ofNon-
Nuclea r Genera tion Assets , & Trans ition Cos ts  for Electric Utility
Res tructuring, & Consolida ted Proceedings  (Ca lifornia  PUC)
Bell Atlantic - Delaware, Inc. (Delaware PSC)
Pacific Gas  & Electric Co., Southern California  Edison Co. and
San Diego Gas  & Electrllc Company (California  PUC)
Connecticut Light & Power (Connecticut PUC)
Applica tion of PECO Energy Company for Approva l of its
Reshucturing Plan Under Section 2806 of the Public Utility Code
(Pennsylvania  PUC)
Applica tion of Delmarva  Power &Light Co. for Applica tion of a
Cos t Accounting Manual and a  Code of Conduct (Delaware PSC)
Energy Gulf S ta tes , Inc. (Cities  S teering Committee)
Southwes tern Telephone Co. (Arizona  Corpora tion Commiss ion)
Delaware - Es timate Impact of Universa l Services  Issues
(Delaware PSC)

16705
E-1072-97-067
Non-Docketed
Sta ff Inves tiga tion



PU-314-97-12
97-0351
97-8001

U-0000-94-165

US West Communica tions , Inc. Cos t Studies  (North Dakota  PSC)
Consumer Illinois  Water Company (Illinois  CC)
Inves tiga tion of Issues  to be Cons idered as  a  Result of Res tructuring of Electric
Indus try (Nevada  PSC)
Generic Docket to Cons ider Competition in the Provis ion
of Reta il Electric Service (Arizona  Corpora tion Commiss ion)

98-05-006-Phase I San Diego Gas  & Electric Co., Section 386 cos ts  (California  PUC)
9355-U Georgia  Power Company Rate Case (Georgia  PUC)
97-12-020 - Phase I Pacific Gas  & Electric Company (Ca lifornia  PUC)
U-98-56, U-98-60, Inves tiga tion of 1998 Intras ta te Access  charge filings
U-98-65, U-98-67 (Ala s ka  PUC)
(U-99-66, U-99-65, Inves tiga tion of 1999 Intras ta te Access  Charge tiling
U-99-56, U-99-52) (Ala s ka  PUC)
Pha s e II of97-SCCC-149-GIT

Contract Dispute

Non-docketed Project
Non-docketed
Project
E-1032-95-417

T-1051B-99-0497

T-0105113-99-0105
A00-07-043
T-01051B-99-0499
99-419/420
PU314-99-119

98-0252

00- 108
U-00-28
Non-Docketed

00-11-038
00-11-056
00-10-028

98-479

99-457

99-582

Southwestern Bell Telephone Company Cost Studies  (Kansas  CC)
PU-314-97-465 US Wes t Universa l Service Cos t Model (North Dakota  PSC)
Non-docketed Ass is tance Bell Atlantic - Delaware, Inc., Review of New Telecomm.

and Tariff Filings  (Delaware PSC)
City of Zeela nd, MI - Wa ter Contra ct with the City of Holla nd, MI
(Before an a rbitra tion panel)
City of Da nville , IL - Va lua tion of Wa ter Sys tem (Da nville , IL)

Village of Univers ity Pa rk, IL - Va lua tion of Wa ter and
Sewer Sys tem (Village of Univers ity Pa rk, Illinois )
Citizens  Utility Co., Maricopa  Water/Was tewater Companies
et a l. (Arizona  Corpora tion Commis s ion)
Proposed Merger of the Parent Corpora tion of Qwes t
Communica tions  Corpora tion, LCI Interna tiona l Telecom Corp.,
and US Wes t Communica tions , Inc. (Arizona  CC)
US West Communica tions , Inc. Rate Case (Arizona  CC)
Pacific Gas  & Electric - 2001 Attrition (Ca lifornia  PUC)
US West/Ques t Broadband Asset Transfer (Arizona  CC)
US West, Inc. Toll and Access  Rebalancing (North Dakota  PSC)
US West, Inc. Res identia l Rate Increase and Cost Study Review
(North Dakota  PSC
Ameritech - Illinois , Review of Alterna tive Regula tion P lan
(Illinois  CUB)
Delmarva  Billing Sys tem Inves tiga tion (Delaware PSC)
Matanuska  Telephone Associa tion (Alaska  PUC)
Management Audit and Market Power Mitiga tion Ana lys is  of the
Merged Gas  Sys tem Operation of Pacific Enterprises  and Enova
Corpora tion (Ca lifornia  PUC)
Southern Ca lifornia  Edison (Ca lifornia  PUC)
Pacific Gas  & Electric (Ca lifornia  PUC)
The Utility Reform Network for Modifica tion of Res olution E-
3527 (Ca lifornia  PUC)
Delma rva  Power & Light Applica tion for Approva l of its  Electric
and Fuel Adjus tments  Costs  (Delaware PSC)

Delaware Electric Coopera tive Res tructuring Filing (Delaware
PSC)
Delma rva  P ower & Light db Conectiv P ower Delivery
Analys is  of Code of Conduct and Cos t Accounting Manual (Delaware PSC)
United Illumina ting Company Recovery of Stranded Cos ts
(Connecticut OCC)
Connecticut Light & Power (Connecticut OCC)

99-03-04

99-03-36
Civil Action No.
98-1117 West Penn Power Company vs . PA PUC (Pennsylvania  PSC)

i Attachment RCS-1, Qualifications of Ralph C. Smith Page 7 of 8
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Case No. 12604
Case No. 12613
41651
13605-U
14000-U
13196-U

Non-D0 cketed

Non-Docketed

Applica tion No .
99-01 -016,

Upper Peninsula  Power Company (Michigan AG)
Wiscons in Public Service Commiss ion (Michigan AG)
Northern Indiana  Public Service Co Overeamings  inves tiga tion (Indiana  UCC)
Savannah Electric & Power Company -- FCR (Georgia  PSC)
Georgia  Power Company Rate Case/M&S Review (Georgia  PSC)
Savannah Electric & Power Company Natura l Gas  Procurement and Risk
Management/Hedging Proposa l, Docket No. 13196-U (Georgia  PSC)
Georgia  Power Company & Savannah Electric & Power FPR
Company Fuel Procurement Audit (Georgia  PSC)
Trans ition Cos ts  of Nevada  Vertica lly Integra ted Utilities  (US Department of
Na vy)
Pos t-Trans ition Ratemaking Mechanisms  for the Electric Indus try
Res tructuring (US Department oflNavy)

Phase I
99-02-05
01-05-19-RE03

G-01551A-00-0309

00-07-043

Connecticut Light & Power (Connecticut OCC)
Yankee Gas  Service Applica tion for a  Rate Increase, Phase I-2002-IERM
(Connecticut OCC)
Southwes t Gas  Corpora tion, Applica tion to amend its  ra te
Schedules  (Arizona  CC)
Pacific Gas  & Electric Company Attrition & Applica tion for a  ra te increase
(Ca lifornia  PUC)

97-12-020
PhaSe II
01 - 10- 10
13711-U
02-001
02-BLVT-377-AUD
02-S &TT-390-AUD
01 -SFLT-879-AUD

01-BS TT-878-AUD

Pacific Gas  & Electric Company Ra te Case (Ca lifornia  PUC)
United Illumina ting Company (Connecticut OCC)
Georgia  Power FCR (Georgia  PSC)

Blue Valley Telephone Company Audit/Genera l Ra te Inves tiga tion (Kansas  CC)
S&T Telephone Coopera tive Audit/Genera l Ra te Inves tiga tion (Kansas  CC)
Sunflower Telephone Company Inc., Audit/Genera l Ra te Inves tiga tion
(Kansas  CC)
Blues tem Telephone Company, Inc. Audit/Genera l Ra te Inves tiga tion
(Kansas  CC)

p404, 407, 520, 413
426, 427, 430, 42U
CI-00-712

U-01-85

U-01-34

U-01-83

U-01-87

96-324, Phase II
03-wHs T-503-AUD
04-GNBT-130-AUD
Docket 6914

Sherburne County Rura l Telephone Company, db as  Connections , Etc.
(Minnes ota  DOC)
ACS of Alaska , db as  Alaska  Communica tions  Sys tems  (ACS), Rate Case
(Alaska  Regula tory Commiss ion PAS)
ACS of Anchorage, db as  Alaska  Communica tions  Sys tems  (ACS), Rate Case
(Alaska  Regula tory Commis s ion PAS)
ACS of Fa irbanks , db as  Alaska  Cormnunica tions  Sys tems (ACS), Rate Case
(Alaska  Regula tory Commiss ion PAS)
ACS of the Northland, db as  Alaska  Communica tions  Sys tems  (ACS), Ra te
Case (Alaska  Regula tory Commiss ion PAS)
Verizon Delaware, Inc. UNE Ra te Filing (Delaware PSC)
Wheat State Telephone Company (Kansas  CC)
Golden Belt Telephone Associa tion (Kansas  CC)
Shoreham Telephone Company, Inc. (Vermont BPU)



Schedule Description P ages

Revenue Requirement Summa Schedules

A Calculation of Revenue Deficiency Sufficiency 1

A-l Gros s  Revenue Convers ion Factor 1

B (AC C ) Adjusted Rate Base - ACC Jurisdictional 1

B. l (AC C ) Summa of Adiustments to Rate Base - ACC Jurisdictional l
B (T o Adjusted Rate Base - Total Company 1

B. 1  T C Summa of Adjustments to Rate Base - Total Company 1

C AC C l oAdjusted Net eating Income - ACC Jurisdictional 1

C.1 (ACC) Sums of Net Operating Income Adjustments - ACC Jurisdictional 4

C (TC) Adjus ted Net Operating Income - Total Company 1

C.l (To Summa of Net Operating Income Adjustments - Total Company 4

D Capital Structure and Cost Rates l

Rate Base Adjustments

B-1 P lant Held For Future Us e 1

B-2 Luna  P lant Fac ility 1

B-2 .1 Luna Plant Facility Accumulated Deferred Income Taxes 1

B-3 "Implementation Cost Regulatory Asset" l
B-4. 1 Cas h Working Capital _ Lead/Lag S tudy 1

B-4.2 Fuel Inventor 1

B-5 Accumulated Depreciation & ADIT Related to Cost of Removal 1

B-6 Accumulated Depreciation & ADIT Related to Unauthorized Depreciation Rate Changes 1

B-7 Mis cellaneous  Accumulated Deferred Income Taxes , Account 190 l
B-8 Other Deferred Credits 1

B-9 Customer Care & Billing System Cost Allocated to Affiliates 1

Net Operating Income Adjustments

C-1 S pringerville  Unit No. 1 I

C-2 Luna  P lant Fac ility l
C-3 Tax ExpenseLuna Plant Facility Depreciation and Prove 2

C-4 San Juan Coal Contract 1

C-5 Bad Debt Expens e 1

C-6 Edis on Electric  Ins titute  Dues 2

C-7 Incentive Compens ation Expens e 4

C-8 S upplemental Executive Retirement Expens e (S ERP ) 1

C-9 Workers' Compensation Expense l
c -1 0 Short Term Sales 1

C -11 Wholes a le  Trading Activity Margin S haring 1

C-12 Gain on S ale of S O2 Emis s ion Allowances l
C-13 P roperty Tax Expens e 2

C-14 Interes t S chroniza tion 1

C-15 Adjustment to Depreciation Expense on Generation Assets l
C-16 Cus tome r Ca re  & Billing  S  te m (CC&B) 1

C-17 Markup Above Cost for Charges from Affiliate, Southwest Energy Services 1

C-18 Adius ment to Normalize  Charges  from Affilia te  S ES  to TEP 1

C-19 P P FAC Adjus tment 1

C-20 "implementation Cos t Regulato As s et" Expens e 1

C -21 Legal Expens e Related to Motion to Amend Decis ion No. 62103 l
C-22 Legal Expens e Related to California P roceedings 1

C-23 Postage Expense 1

C-24 Wes t Connect Charges  Related to Regulato As s et 1
Total P ages , Including Content Lis ting 59

Tucson Electric Power Company
Docket No. E-01933A-07-0402

Attachment RCS-2
Staff Accounting Schedules

Accompanying the Direct Testimony of Ralph C. Smith





Tucson Electric Power Company
Computation of Gross Revenue Conversion Factor
Cost of Service Methodology

Docket No. E-01933A-07-0402
Schedule A-1
P age  l of l

Test Year Ended December 31, 2006

Lin e

No. Des cription
Company
Proposed

(A)

Staff
Proposed

(B)

1 Gross  Revenue 100.00% 100.00000%

2 Less: Uncollectible Revenue 0.31600% 0.25006%

3 Taxable Income as  a Percent 99.68% 99.75%

4 Les s : Federal and S tate Income Taxes 39.47% 39.50%

5 Change in Net Operating Income 60,21% 60.25%

6 Gross Revenue Conversion Factor 1.6609 1,6598

Notes and Source
CoLA: TEP Filing, Schedule C-3
Col.B: Uncollectible rate revised per TEP's response to STF 1.85

Net Income
Federal and State kxcome Taxes
Uncollectibles
Total Revenue Increase

Components  of Revenue Requirement Increase or (Decrease)
Amount

$ 5,876
s 3,853
$ 24
$ 9,753

Percent
60.25%
39.50%

0.25%
100.00%
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Tucs on Ele ctric  P owe r Compa ny

Adjus te d Ne t Ope ra ting Income
ACC J uris dic tiona l
Cos t of S e rvice  Me thodology
Tes t Year Ended December 31, 2006
(Thous a nd of Dolla rs )

Docke t No. E-01933A-07-0402
S che dule  C (ACC)
P a ge  1 of 1

Lin e
N o . De s cription

As Adjusted
by TEP

(A)

S ta ff
Adjus tme nts

(B)

As Adjusted
by Staff

(C)

691,4511

2

3

4

s

$

S

$

$

s

$

$

25,431
$

s

$

$

691,451

25,431

21,280

738,162

Op e ra ting  Re ve nue s
Electric Re ta il Revenues
S ales  for Res ale
Other Opera ting Revenues
Tota l Opera ting Revenues

21,280

712,731 25,431

5

6

7

8

9

10

12

Op e ra ting  Exp e ns e s
Fue l Expens e
P urchas ed P ower - Demand
P urchas ed P ower - Energy
Othe r O&M Expe ns e s
De pre c ia tion  & Amortiza tion
Taxes  Othe r Than Income  Taxes
Income  Taxes
Tota l Ope ra ting Expens es

s

$

$

s

$
s

S

s

238,199

28,959

35,857

368,170

57,914

29,092

(32,286)

725,905

s

$

$

38

$

$

$

$

(19,856)
(15,971)
(2,423)

(64,233)
2,016
(259)

50,524
(50,202)

38

$

$

$

$

$

s

$

218,343

12,988

33,434

303,937

59,930

28,833

18,238

675,703

13 Ne t Ope ra ting Income s (13,173) s 75,633 $ 62,459

Notes  and S ource
Col. A: TEP  S chedule  C-1 (Cos t of S e rvice )

Col. B: S ta ff S chedule  C.1 (ACC)
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Tucs on Ele ctric  P owe r Compa ny

Adjus te d Ne t Ope ra ting Income
Tota l C ompa ny
Cos t of S e rvice  Me thodology
Tes t Year Ended December 31, 2006

(Thous a nd of Dolla rs )

Docket No. E-01933A-07-0402

Schedule C (TC)

Page 1 of 1

Lin e
N o . De s c ription

As Adjusted
by TEP

(A)

S ta ff
Adjus tme nts

(B)

As Adjusted
by Staff

(C)
Operating Revenues

1

2

3

4

$

s

$

$

691,451

58,402

34,542

784,395

S

$

$

s

25,431
s

$

$

$

691,451

83,833

34,542

809,826

Electric Re ta il Revenues
S ales  for Res ale
Other Opera ting Revenues
Tota l Opera ting Revenues 25,431

5

6

7

8

9

10

11

12

Op e r a t in g Expe ns e s
Fue l Expens e
P urchas ed P ower - Demand
P urchas ed P ower - Energy
Othe r O&M Expe ns e s
De pre c ia tion  & Amortiza tion
Taxes  Othe r Than Income  Taxes
Income  Ta xe s
Tota l Ope ra ting Expens es

s

$

$

$

s

$

s

$

265,955

30,634

40,035

315,103

82,440

35,831

(12,261)

757,737

s

$

$

s

$

$

$

$

(22,170)
(16,894)
(2,705)

(69,336)
2,182
(377)

53,674
(55,626)

$

$

$

$

$

$

$

$

243,785
13,740
37,330

245,767
84,622
35,454
41,413

702,111

13 Ne t Ope ra ting Income s 26,658 $ 81,057 s 107,715

Notes  and S ource
Col. A: TEP  S chedule  C-1 (Cos t of S e rvice )

Col. B: S ta ff S che dule  C.1 (TC)
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Tucson Electric Power Company
Capital Structure & Cost Rates
Cost of Service Methodology

Docket No. E-01933A-07-0402
Schedule D
P age 1 of l

Tes t Year Ended December 31, 2006

No . Capital Source
Capitalization

Amount Percent
Weighted Avg
Cost of Capital

1
z
3

TEP - Propos ed
Short~Term Debt
Long-Tenn Debt
Common S tock Equity

Total Capital
659.157
464.793

0.00%
55.00%
45,00%

100.00%

5.92%
639%

10.75%

0.00%
3.51%
4.84%

Supporting
To ta l

5
6
7
8

AC C Staff - Propos ed  for OCRB
S hort-Tenn Debt
Long-Term Debt
Common S tock Equity

Total Capital

s
$
$

30.000
805,636
554.714

1,390.350

$
$
$
$

499.602
343.996

57.94%
39.90%

100.00%

640%
10.Z50%

0.13%
3.71%

m,

9 Difference 0.43%

10 Weighted Cos t of Debt 3.84%

11
12
13

I 49%
40.06%
27.58%

592%
6.40%

10.250%
2.56%
2.83%

862.202
1 4

384.926 30.86%
99.99%

0% to] 0.00%
m,15

ACC Staff - Proposed Cost of Capital for Fair Value Rate Base - Option 1
Short-Term Debt 18
Long-Term Debt 499.602
Common Stock Equity

Capital financing OCRB
Appreciation above OCRB
not recognized on utility's books
Total capital supporting FVRB

16
17
18

1.49%
40.06%
27.58%

6.40%
10.25%

0.09%
2,56%
2.83%

19
30.86%
99.99%

1.25% [b] 0.39%
5.87%20

ACC Staff - Proposed Cost of Capital for Fair Value Rate Base - Option 2
Short-Term Debt S 18
Long-Term Debt $ 499_602
Common Stock Equity

Capital financing OCRB
Appreciation above OCRB
not recognized on utility's books
Total capital supporting FVRB

Notes  and Source

$ 1.247.128
862.202

Schedule A
Schedule A

Lines  11-15. Col.A
21 Fair Value Rate Bas e
22 Original Cos t Rate Bas e
23 Difference

Difference is  appreciation of Fair Value over Original Cos t that is  not recognized on the utility's  books
The appreciation of Fair Value over Original Cos t has  not been recognized on the utility's  books
Such off-book appreciation has  not been financed by debt or equity capital recorded on the utility's  books
The appreciation over Original Cos t book value is  therefore recognized for cos t of capital
purpos es  at zero cos t
Per S taff witnes s  David Parcell

[21]

[b]



Tucson Electric Power Company
Plant Held For Future Use

Docket No. E-01933A-07-0-02
Schedule B- 1
Page 1 of 1

Test Year Ended December 31, 2006

Line
No. Description

Total
Company
Amount

ACC
Jurisdictional

Allocation
Factor

ACC
Jurisdictional

Amount Reference

1 Remove Plant Held For Future Use S (4,014,156) 0.000% $ A

Notes and Source
A: Amount taken firm TEP's 2007 Rev Req Model workpapers
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Tucs on Ele ctric  P owe r Compa ny
Luna  P la nt Fa cility Accumula te d De fe rre d Income  Ta xe s

Docke t No. E-01933A_07-0402
S chedule B-2. 1
P a ge  1 of 1

Tes t Year Ended December 31, 2006

Lin e
No . De s cription Account Amou n t Reference

1

2

3

ADIT Re la te d to Luna  P la n t Fa c ility
ACC J uris dic tiona l Alloca tion  Fa ctor
ACC J uris dic tiona l Amount

282 $ A
B

s

(382,415)

73.68%

(281,776)

Notes  and S ource
A: Amount taken from TEP 's  re s pons e  to RUCO 6.5

B: ACC juris dic tiona l a lloca tion fa ctor ta ke n from TEP 's  "2007 Re v Re q Mode l" workpa pe rs
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Edison Electric Institute
Schedule of Expenses by NARUC Category

For Core Dues Activities
For the Year Ended December 31, 2005

Docket No. E-01933A-07-0402

Schedule C-6

Page 2 of 2

NARUC Operating Expense Cateeorv
% of
Dues

Recommended
Disallowance

Legislative Advocacy 2038% 20.38%

Legislative Policy Research 602%

Regulatory Advocacy 16.49% 16.49%

Regulatory Policy Research 13.99%

Advertising 1.67% 167%

Marketing 3.68% 368%

Utility Operations and Engineering 11.31%

Finance, Legal, Planningand Customer Semlce 18.75%

Public Relations 7.71% 7 7 1 %

TotalExpenses 100.00% 49.93%

*

Comments:

The above percentages represent expenses associated with

EEl's core dues activities, based on the operating expense

categories established by NARUC. Core expensesare those

expenses paid for by shareholder-owned electric utilities' dues.

* The legislative advocacy percent will differ slightly for IRS

reporting requirements. For 2005, the lobbying % for IRS

reporting is l9.4%.

* Administrative expenses are included in the percentages listed

above. Approximately 11% of EEl's core dues expenses are

administrative.
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Tucs on Elec tric  P ower Company, Inc

Incentive  Compens a tion

Doc ke t No. E-01933A-07-0_02

S chedule  C-7

P a g e  2  off

Tes t Year Ended December 3 I _ 2006

De s c ription
P E P Exp e n s e  No rm a liza tio n

2004 P EP  Expens e

2005 P EP  Expens e

2006 P EP  Expens e

Amount

Tota l

$ 4.657,945

$ 2,440,563

$ 4.811.096
$ 11909.604

Normalized ove r 3 yea rs
Normalized P EP  expens e before  ra tepayers /s hareholders  s haring $

Taxes Other Than Income

2004 P ayroll Taxes  on P EP

2005 P ayroll Taxes  on P EP

2006 P ayroll Taxes  on P EP
Tota l

s

$

$

5

444.164

108.787
391.224

944.175

3Normalized over 3 years

Payroll Taxes on Normalized PEP Expense

ACC Jurisdictional Allocation Factor
ACC Jurisdictional Payroll Taxes on Normalized PEP Expense

90.06%

Stock Based Compensation
Stock Units

Cash Dividend Equivalents on Stock Options

Total Stock Based Compensation

ACC Jurisdictional Allocation Factor
ACC Jurisdictional Amount

$ 121.000

$

95.68%
289,000

Notes  and S ource

Amounts  for P EP  Expens e  and re la ted payroll taxes  firm TEP  workpaper Bates  No. TEP (0402)002096

Lines  15-16: S tock bas ed compens ation amounts  taken from TEP 's  res pons e  to LA-20-43. This  res pons e

indicated that Employee S tock Options  and P erformance S hares  are  awarded under the officer's

long-term incentive  compens ation programs . Therefore , thes e  amounts  were  a lready removed
as  part of the long-term incentive compens ation adjus tment s hown on page 4

ACC juris dic tiona l a lloca tion fac tors  taken firm TEP 's  "2007 Rev Req Model" workpapers
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Tucson Electric Power Company, Inc.

Property Tax Expense _ Supplemental Worksheet

Docket No. E-01933A_07-0402

Schedule C-13

Page 2 off

Test Year Ended December 31, 2006

Lin e

No , Generation Transmission Dis tn'bution
General/

Intangible Tota l

$ 442,581,696 $177,241,109 $ 519,402,000 $ 100,662,238

$ (12,064,536)

s (302,740)$ (6,560,785)

$ (23,409,976)

$ (5,213,927)

$(l59,036,306)

$ (442,581 ,696)

$ 432,635,872

s 10.639.654

$ 1,239,887,043

$ (12,064,536)

$ (l2,077,452)

$ (182,446,282)

s (442,581,696)

s 432,635,872
s 12,821,624

$ 17,323,223

$ 1,053,497,796S 432.635.872 s 88,294,962

s (88,294,962)

$$ 432,635,872

$157.910,002

$ 24,008,315

$ 181,918,317 $ 1.053.497.796

S $ s 242,304,494

10.6563%

I

2

3

4

5

6

7

8

9

10

11

12

13

14

15

Description

Utility Plant in Service

Total Net Plant in Service _ Rate Base

Less: Non-taxable Licensed Transportation in Rate Base

Less: Land Cost & Land Rights of Way in Rate Bsae

Less: Environmental Property in Rate Base

Less: Net Book Value of Generation

Plus: Full Cash Value of Generation

Plus: Land FCV per Arizona Department of Revenue

Plus: Materials and Supplies in Rate Base

Plant in Service Full Cash Value

Allocation of General FCV to T&D

Adjusted Plant in Service Full Cash Value

Assessment Ratio

Taxable Value

Average Tax Rate

Property Tax $

99.506251

l0.6563%

10,603,685

s 41,841,213

l0.6563%

4,458,725$

S 2.181.970

$ 17.323223

$ 374,656,960

$ 64,286,647

S 438,943,607

23%

S 100,957,030

10.6563%

10,758,284$ $ $ 25,820,694

s 23,409,976 $ 1599036,306 $

$ 11.704.988 $ 79,518,153 $
23%

$ $ $

l0.6563%

16

17

18

19

2 0

2 1

2 2

Emnronmental Property in Rate Base

Statutory Fol Cash Value Adjustment

Environmental Property in Rate Base

Assessment Ratio

Taxable Value

Average Tax Rate

Property Tax S

2.692,147

10.6563%

286.883 s

18,289,175

10.6563%

1,948,949 $

l0.6563%

$ 2,235,832

12,707,233 s23

2 4
25

2 6

2 7

Total Arizona Property Taxes

TotalNewMexico Property Taxes
Total Property Taxes

Test Year Property Tax Expense

Property Tax Expense Adjustment (see page 1)

$

$
$

10_603_685

1,814.224
12.417.909

$

s

$

4,745,608

251,313
4,996,921

$

$
$ 12,707,233 s

s

s

s

s

$

28_056.526

2_065.537
30,1220063

33.433.630

(3,311,567)

Notes and Source

Amounts above taken from TEP'sresponse to RUCO 6.2

$ 1.140,033

30 $

Staffs adjustment above omits $19,438 of property tax expense related to Land Held For Future Use in Rate Base (calculated below) since TEP did not include

Plant Held For Future Use in Rate Base

28 Land Held For Future Use in Rate Base . Distribution

Assessment Ratio

Taxable Value

Average Tax Rate

Property Tax $

l0.6563%
19.438

2009 Arizona Statutory Assessment Ratio
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Tucson ElectricPower Company Docket No. E-01933A-07-0402

Schedule C-15

Page l of lAdjustment to Depreciation Expense on Generation Assets
Test Year Ended December 3 I , 2006

Line
No. Description Reference

Total
Company
Amount

(A)

ACC
Jurisdictional

All location
Factor

(B)

ACC
Jurisdictional

Amount

(C )

l

I. Add Estimated Depreciation Expense for Inclusion of
Cost of Removal in TEP's Depreciation Rates
Estimated additional depreciation expense in 2006
test year for cost ofremoval component of depreciation
rates Note A 5 8,527,000 94.53% s 8,061,000

2

II. Estimated Impact from Understatement of

Accumulated Depreciation related to Generation Assets

Reduction toDepreciation Expense related to

Understatement of Accumulated Depreciation on

Generation Assets Note B s (6,786,000) 9453% $ (6,415,000)

3 Net adjustment to Annualized Depreciation Expense
on TEP's Generation Assets s 1,741,000 s 1,646,000

Notes and Source
A Company's response to Staffdala request LA-22.24, 2006 amount

B Estimated Impact from Understatement of

AccumulatedDepreciation related to Generation Assets

Adjustments to Accumulated Depreciation:

Weighted Avg
Remaining

Life in
Years

(E)
23.784Staff Sch B-5

Total

(D)
s (I 122756,000)

Estimated

Impact on

Depreciation

Expense

(F)
s (4,741 ,000)

Staff Sch B-6
Staff Sch B-6
Staff Sch B-6

s
s
$

(59,519,3Z4)
lZ.562,l46

(46,957,]7X)

34 (z,5z0,000)
s 475.000
S (2,045,000)

Related to cos! of removal/FAS 143 implementation

Related to unauthorized depreciation rate changes

that TEP implemented, 2002 through 2006

Steam Production

Other Production

Subtotal

Total adjustments to Accumulated Depreciation related
to unauthorized depreciation rate changes $ (l59_7I3,178\ $ (6,7s6,000)

Determination of Weighted Avcnxge Remaining Life
IZ/3l/2006 Rfzmajning

Description Investment
Portion of

Total

Weighted

Average

Remaining Life

(T)

22.648

Weighted Average Remaining Life for Steam Production
Local Steam Production
Non-Local Steam Production
Sum. Local and Non-Local Steam Production

s

S
s

101,257_759
l ,065,665,263
l .166.923.022

8.67'/330%
9l322670%

] 00000000% IO Col.E. L5

21345

Weighted AverageRemainingLife for Total Generation

Local Steam Production

Non-Local SteamProduction

Local Other Production
Total Local and Non-Local Generation

s

s

s
s

10l_257_759
1,065,665,263

71248.21 I
1,238,171,233

8]78009%

86067681%

5754310%
100 000000% 23784 to ColE. LE

CoI.B:
CoLG:
Col.I:

ACC jurisdictional allocation factor taken from TEP's "2007 Rev Req Model" wcrkpapers
TEP Exhibit KAK-l, 2007 Depreciation Rate Study, pages 22 and 42
TEP Exhibit KAK-l, 2007 Depreciation Rate Study, Statement E, Proposed Parameters (at December 31, 2006), Remaining Life
Local arid Non-Local Generation, pages 32 and 53, respectively
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F E R C
ACCO UNT z004 2005 2006 2007

0592 271.95 5,184.44 24423913 117,401.15
Total 2005 through September 2007 366,824,72
Number of months 33
Average monthly amount of as-needed SES services $ 11,116
Normalized annual amount of as -needed SES services  000) s 133,000
Adjus tment to 2006 tes t year recorded (000) $ (111,000

FERC
ACCOUNT 2004 2005 2006 2007

0908 26,940.06 367,263.47 518,569.23 350,115.83

Number of months 9
Average monthly amount of as-needed SES services $ 38,902
Normalized annual amount of as -needed SES services  000) $ 467,000
Adjustment to 2006 test year recorded (000) $ 52,000

F E R C
AC C OUNT 2004 2005 2006 2007

0923 20,372.32 98,149.24 198,058,74 103,107.01
ITotal 2005 thou September 2007 399,314.99

Number of months 33
Average monthly amount of as-needed SES services s 12,100
Normalized annual amount of as-needed SES services 000) $ 145,000
Adjustment to 2006 rest year recorded (000) $ (53,000)

Tucson Electric Power Company Docket No. E-01933A-07-0402
Schedule C-18
Page 1 of 1Adjus tment to Normalize Charges  from Affiliate SES to TEP

Test Year Ended December 31, 2006

Line
No. Account

Amount Less
SES Mark-Up

Above Cos t

(B)

ACC
Jurisdictional

Factors*

(C )

ACC
Jurisdictional

Amount

(D)

1
2
3
4

Total
Amount

(A)
Adjus tment to 2006 recorded amount to normalize charges  from
affiliate SES to TEP

592
908
923

Total

s
s
s
$

(111 ,000)
(52,000)
(53,000)

(216,000)

$
s
s
$

(104,000)
(49,000)
(50,000)

(203,000)

100.00%
100.00%
61 .77%

s
$
$
s

(104,000)
(49,000)
(31,000)

(184,000)

Notes and Source
Column A amounts derived as follows from information provided in response to data requests STF 14-35 and LA-21.10

5
6
7
8
9

10

11
12
13
14
15

Co1B: Less the 6.32% mark-up above cost removed in Staff Adjustment C-17
Mark-up 6.32% TEP's response to data request STF 14.37
1- mark~up 93.68%

ACC jurisdictional allocation factors taken from TEP's "2007 RevRed Model" workpapeis
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Tucs on Elec tric  P ower Company, Inc .

Lega l Expens e  Re la ted to Motion to Amend Dec is ion No. 62103

Docket No. E-01933A-07-0402

Schedule C-21

Page 1 of 1

Tes t Year Ended December 31 , 2006

Lin e

N o . De s c ription

Tota l

C ompa ny

Amount

AC C

J uris dic tiona l

Amount Reference

1

2
3

Adjus tment to O&M Rela ted to Lega l Expens e

Adjus tment to Taxes  Other Than Income Related to Legal Expens e
Tota l Adjus tment to Legal Expens e

$ (478,957)
33 (2,489)
$ (481 ,447)

$
$
s

(328,382)
(2,242)

(330,624)

A
A

Notes  and S ource

A: Amounts  of lega l expens e  re la ted to TEP 's  Motion to Amend Decis ion No, 62103

taken from the Company's  res pons e to LA-20- 12

4

5
6

7

8

9
10

FERC

920
921

923

925

926

930
Total

Tes t Year

Amount

s 46,638

$ 13,623

$  383 ,076

$ 30

s 10,381

$ 25,209
$  478 ,957

ACC

Jurisdictional

Allocation

Factor

95.68%

95.68%
61.77%

95.68%

95.68%

95.68%

AC C

J uris dic tiona l

Amount

$ 44,625

S 13,036
$ 236,638

$ 29

$ 9,933

$ 24, 121
$ 328,382

1 1 408 $ 2,489 90.06% s 2,242

* ACC jurisdictional allocation factor taken firm TEP's "2007 Rev Req Model" workpapers
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Tucs on Ele ctric  P owe r Compa ny, Inc.
P os tage Expens e

Docke t No. E-01933A_07-0402
S chedule  C-23
P age  1 of 1

Te s t Ye a r Ende d December 31, 2006

Lin e
No . De s cription

Tota l
C ompa ny
Amou n t

AC C
J ury diction a l

Amou n t Reference

1

2

3

TEP  Tes t Yea r O&M P os tage  Expens e
Adjus ted Tes t Year P os tage  Expens e
Adjus tment to Tes t Yea r P os tage  Expens e

$ 1,309,238

$ 1,374,700

$ 65,462

$

$

$

1,304,953

1,370,201

65,248

A
A

LE -LI

Notes and Source

A : Amounts taken from TEP's responses to STF 1.86 and STF 1.1 18

F E R C
Account

500
570
573

903
92 l
930

Te s t Ye a r O&M
P os tage  Exp.

$ 14
$ 135
$ 58
$ 1,214,207
$ 94,808
$ 15
$ l 309 .238

ACC

Jurisdictional

Allocation

Factor*

94.53%

0.00%

0.00%

100.00%

95.68%

95.68%

AC C
J uris diction a l

Amou n t
s 14
$ _

$ _

$  1 ,214 ,207
$ 90,717
$ 15

304.953

Postage increase effective 5/14/07 (.41/.39) 1.05

1,374,700

1.05
$  1 .370 .201$

ACC jurisdictional allocation factors taken f irm TEP's "2007 Rev Req Model" workpapers
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Attachment RCS-3

R14-2-102. Tre a tm e n t o f d e p re c ia tio n
A. The following definitions  s hall apply in this  S ection unles s  the  context otherwis e  requires :

l. "Accumula ted deprec ia tion" means  the  s ummation of the  annua l provis ion for deprec ia tion from the  time  tha t
the as s et is  firs t devoted to public s ervice.

2 . "Cos t of re mova l" me a ns  the  c os t of de molis h ing , d is ma ntling , re moving, te a ring  down, or a ba ndoning  of
phys ical as s ets , including the cos t of trans portation and handling incidental thereto.

3. "Deprecia tion" means  an accounting proces s  which will permit the  recovery of the  original cos t of an as s et les s
its  net s alvage over the s ervice life .

4 . "De pre c ia tion  ra te " me a ns  the  pe rc e nta ge  ra te  a pplie d  to the  orig ina l c os t of a n  a s s e t to yie ld  the  a nnua l
provis ion for deprec ia tion.

5. "Net s alvage" means  the s alvage value of property retired les s  the cos t of removal.
6. "Original cos t" means  the cos t of property a t the  time it was  firs t devoted to public  s ervice .
7. "P roperty re tired" means  as s ets  which have been removed, s old, abandoned, des troyed, or which for any caus e

have been withdrawn from s ervice  and books  of account.
8. "S alvage value" means  the amount received for as s ets  retired, les s  any expens es  incurred in s elling or preparing

the as s ets  for s ale , or if re ta ined, the  amount a t which the materia l recoverable  is  chargeable  to materia ls  and
s upplies , or other appropriate accounts .

9. "S ervice  life" means  the  period be tween the  da te  an as s e t is  firs t devoted to public  s e rvice  and the  da te  of its
re tirement from s ervice .

B. All public  s e rvic e  c orpora tions  s ha ll ma inta in a de qua te  a c c ounts  a nd re c ords  re la te d to de pre c ia tion pra c tic e s ,
s ubjec t to the  following:
1. Annual depreciation accruals  s hall be recorded.
2. A s eparate res erve for each account or functional account s hall be maintained.
3. The cos t of depreciable plant adjus ted for net s alvage s hall be dis tributed in a  rational and s ys temic manner over

the es timated s ervice life  of s uch plant.
4 . P ublic  s e rvic e  c orpora tions  ha ving le s s  tha n $250,000 in  a nnua l re ve nue  s ha ll not be  re quire d to ma inta in

de pre c ia tion  re c ords  by s e pa ra te  a c c ounts  bu t s ha ll ma ke  a nnua l c ompos ite  a c c rua ls  to a c c umula te d
deprecia tion for tota l depreciable  plant.

C. Reques ts  for depreciation rate changes  and methods  for es timating depreciation rates  s hall be as  follows :
l. If a  public  s ervice  corporation s eeks  a  change in its  depreciation ra tes , it s hall s ubmit a  reques t for s uch as  part

of a  rate  application in accordance with the requirements  of R14-2-l03 .
2. A public  s e rvice  corpora tion may propos e  any reas onable  method for es timating s ervice  lives , s a lvage  va lues ,

and cos t of removal. The method s hall be fully des cribed in a reques t to change depreciation rates .
3. Data  and analys es  s upporting the change s hall be s ubmitted, including engineering data  and as s es s ment of the

impact and appropriatenes s  of the change for ratemaking purpos es .
4. Changed depreciation rates  s hall not become effective until the Commis s ion authorizes  s uch changes .

D. Upon the  motion of any pa rty or upon its  own motion, the  Commis s ion may de te rmine  tha t good caus e  exis ts  for
granting a  waiver from one or more of the  requirements  of this  S ection.

His to ric a l No te
Former Section R14-2-102 repealed, former Section R14-2-127 renumbered as Section R14-2-102 without change

effective March 2, 1982 (Supp. 82-2). Forward to the Mlle corrected as filed April 13, 1973 (Supp. 89-1).
Section R14-2-102 repealed, new Section adopted effective

April 9, 1992 (Supp. 92-2).
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1 . GENERAL DES CRIP TION

This  document describes  the  plan for adminis te ring the  Purchased Power and Fue l Adjus tment
Cla use  ("P P FAC") the  Arizona  Corpora tion Commiss ion ("Commiss ion") a pprove d for Tucson
Ele ctric P owe r Compa ny ("TEP ") in De cis ion No. XXXXX [DATE]. The  P P FAC provide s  for
the  recovery of fue l and purchased power costs  from the  da te  of tha t decis ion forward.

The  P P FAC de scribe d in this  P la n of Adminis tra tion ("P OA") use s  a  forwa rd-looking e s tima te
of fuel and purchased power costs  to se t a  ra te  tha t is  then reconciled to actual costs  experienced.
This  POA describes  the  applica tion of the  PPFAC.

2 .  DE F INITIO NS

Applicable  Inte re s t - Based on one-yea r Nomina l Treasury Constant Maturitie s  ra te  conta ined in
the  Fede ra l Rese rve  S ta tis tica l Re lea se  H-15. The  inte re s t ra te  is  adjus ted annua lly on the  firs t
business day of the  calendar year.

Base  Cos t of Fue l and Purchased Power - An a mount ge ne ra lly e xpre s s e d a s  a  ra te  pe r kph,
which reflects  the  fue l and purchased power cost embedded in the  base  ra tes  as  approved by the
Commis s ion in TEP 's  mos t re ce nt ra te  ca s e . The  Ba s e  Cos t of Fue l a nd P urcha s e d P owe r
revenue  is  the  approved ra te  pe r kph times  the  applicable  sa le s  volumes . Decis ion No. XXXXX
se t the  ba se  cos t a t $X.XXXX pe r kph e ffe ctive  on [DATE].

Forward Component - An amount expressed as  a  ra te  per kph charge  tha t is  updated annually on
April l of e a ch ye a r a nd e ffe ctive  with the  firs t billing cycle  in April. The  Forwa rd Compone nt
for the  P P FAC Ye a r will a djus t for the  diffe re nce  be twe e n the  fore ca s te d fue l a nd purcha se d
powe r cos ts  e xpre s s e d a s  a  ra te  pe r kph le s s  the  Ba s e  Cos t of Fue l a nd P urcha s e  P owe r
ge ne ra lly e xpre s s e d a s  a  ra te  pe r kph e mbe dde d in  TEP 's  ba s e  ra te s . The  re s ult of th is
ca lcula tion will equa l the  Fowl/a rd Component, expressed as  a  ra te  per kph.

Forwa rd Compone nt Tra cking Account - An a ccount tha t re cords  on a  monthly ba s is  TEP 's
ove r/unde r-recove ry of its  a ctua l cos ts  of fue l and purchased power a s  compared to the  actua l
Ba s e  Cos t of Fue l a nd P urcha s e d P owe r re ve nue  a nd Forwa rd Compone nt re ve nue , plus
Applicable  Inte res t. The  ba lance  of this  account as  of the  end of each PPFAC Year is , subject to
pe riodic audit, re flected in the  next True -Up Component ca lcula tion. TEP file s  the  ba lances  and
s upporting de ta ils  unde rlying this  Account with the  Commis s ion on a  monthly ba s is  via  a
monthly reporting requirement.

Ma rk-to-Ma rke t Accounting - Re cording the  va lue  of qua lifying commodity contra cts  to re fle ct
the ir current marke t va lue  re la tive  to the ir actua l cos t.

Na tive  Loa d Ene rgy S a le s .- Re ta il Na tive  Loa d Ene rgy S a le s  a nd Whole s a le  Na tive  Loa d
Energy Sa les  in the  TEP control a rea  for which TEP has a  genera tion service  obliga tion.

Fe brua ry 13, 2008 Page I
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P P FAC - The  P urcha se d P owe r a nd Fue l Adjus tme nt Cla use  a pprove d by the  Commiss ion in
De cis ion No. XXXXX, which is  a  combina tion of two ra te  compone nts  tha t tra ck cha nge s  in the
cos t of obta ining powe r supplie s  ba se d upon forwa rd-looking e s tima te s  of fue l a nd purcha se d
power costs  tha t a re  eventua lly reconciled to actua l costs  experienced. This  PPFAC a lso provides
for a  reconcilia tion be tween actual and estimated costs  of the  last three  months of estimated costs
used in True-Up Component ca lcula tions .

PPFAC Ye a r - A consecutive  12-month pe riod beginning each April 1 and la s ting through March
31 the  following ye a r. The  initia l te rn of the  P P FAC will be gin on the  e ffe ctive  da te  of the
Commiss ion de cis ion in this  proce e ding (De cis ion No. XXXXX) a nd e nd on Ma rch 31, 2009.
The  firs t full ye a r of the  P P FAC will be gin on April 1, 2009 a nd e nd on Ma rch 31, 2010. The
firs t True-Up will include  cos ts  and revenues  from January 1, 2009 through March 31, 2009.

Preference Power - Power a lloca ted to TEP wholesa le  customers  by federa l power agencies  such
as the Western Are a P owe r Adminis tra tion.

Fuel and Purchased Power Costs - The  costs  recorded for the  fue l and purchased power used by
TEP to se rve  both Native  Load Energy Sa les  and off-system sa les , less  the  costs  associa ted with
a pplica ble  spe cia l contra cts  a nd Ma rk-to-Ma rke t Accounting a djus tme nts . Whe e ling cos ts  a re
included. Broker's  fees  and other expenses  TEP records  in Account 557 a re  not included.

Off-Svstem Sa les  Revenue - The  re ve nue  re corde d from whole sa le  s a le s  ma de  to non-Na tive
Load cus tomers , for the  purpose  of optimizing the  TEP sys tem, us ing TEP-owned or contracted
genera tion and purchased power, less  Mark-to-Marke t Accounting adjustments .

Re ta il Na tive  Loa d Ene rgy S a le s
customers tha t is  served by TEP.

The  portion of loa d from Na tive  Loa d Ene rgy S a le s  re ta il

SO; Allowance  Sa le s  - The  revenues  and cos ts  re la ted to the  sa le  of SO; emiss ion a llowances
re corde d in Account 411.8, including Ga in on S O; Allowa nce  S a le s , Auction P roce e ds , a nd
Commissions  Pa id.

Whole sa le  Na tive  Loa d Ene rgy S a le s - The  portion of loa d from Na tive  Loa d Ene rgy S a le s
wholesa le  cus tomers  (SRP, TOUA and NTUA) tha t is  se rved by TEP, excluding the  load se rved
with Preference  Power.

True -Up Component - An amount expre ssed a s  a  ra te  pe r kph cha rge  tha t is  upda ted annua lly
on April 1 of e a ch ye a r a nd e ffe ctive  with the  firs t billing cycle  in April. The  purpos e  of this
cha rge  is  to provide  for a  true -up mechanism to reconcile  any ove r or under-recovered amounts
from the  pre ce ding P P FAC Ye a r tra cking a ccount ba la nce s  to be  re funde d/colle cte d from
cus tome rs  in the  coming ye a r's  PPFAC ra te . The  firs t True -Up will include  cos ts  a nd re ve nue s
from January 1, 2009 through March 31, 2009.

True -Up Component Tracking Account - An account tha t records on a  monthly basis  the  account
ba lance  to be  collected or re funded via  the  True -Up Component ra te  a s  compared to the  actua l
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True-Up Component revenues , plus  Applicable  Inte res t, the  ba lance  of which a t the  close  of the
pre ce d ing  P P FAC Ye a r is , s ub je ct to  pe riod ic  a ud it,  the n  re fle c te d  in  the  ne xt True -Up
Compone nt ca lcula tion. TEP  file s  the  ba la nce s  a nd supporting de ta ils  unde rlying this  Account
with the  Commiss ion on a  monthly bas is .

Whee ling Cos ts  (FERC Account 565, Transmiss ion of Electricity by Othe rs ) - Amounts  payable
to others  for the  transmiss ion of TEP 's  e lectricity over transmiss ion facilitie s  owned by others . _.

P P FAC COMP ONENTS

The  PPFAC Ra te  will cons is t of two components  des igned to provide  for the  recove ry of actua l,
prudently incurred fuel and purchased power costs . Those  components  are :

The  Forward Component, which recovers  or re funds  diffe rences  be tween expected
P P FAC Ye a r (e a ch April 1  through Ma rch 31 pe riod s ha ll cons titute  a  P P FAC
Year) fuel and purchased power costs and those embedded in base rates.

The  True -Up Component, which tracks  the  diffe rences  be tween the  PPFAC Year's
a ctua l fue l a nd purcha s e d powe r cos ts  a nd thos e  cos ts  re cove re d through the
combina tion of ba s e  ra te s  a nd the  Forwa rd Compone nt, a nd which provide s  for
the ir recovery during the  next PPFAC Year.

The  PPFAC Yea r begins  on April 1 and ends  the  following March 31. The  firs t full PPFAC Yea r
in which the  P P FAC ra te  s ha ll a pply will be gin on April l, 2009 a nd e nd on Ma rch 31, 2010.
Succeeding PPFAC Years  will begin on each April 1 the rea fte r.

For the  pe riod from whe n the  Commis s ion is s ue d De cis ion No. XXXXX in this  ca s e  - until
April 1, 2009 -.. the  Base  Cost of Fue l and Purchased Power ra te  es tablished in tha t decis ion will
be  in e ffe ct. The  firs t True -Up will include  cos ts  a nd re ve nue s  from J a nua ry 1, 2009 through
March 31, 2009.

On or be fore  Octobe r 31 of each yea r, TEP will submit a  PPFAC Ra te  filing, which sha ll include
a  proposed ca lcula tion of the  components  for the  PPFAC Rate . This  filing sha ll be  accompanied
by s upporting informa tion a s  S ta ff de te rmine s  to be  re quire d. TEP  will s upple me nt this  filing
with True -Up Compone nt filing on or be fore  Fe brua ry l in orde r to re pla ce  e s tima te d ba la nce s
with actua l ba lances, as  expla ined be low.

A. Forward Component Description

The Forward Component is  intended to refund or recov'er the  difference  be tween: (1) the  fue l and
purchased power costs  embedded in base  ra tes  and (2) the  forecasted fue l and purchased power
cos ts  ove r a  P P FAC Ye a r tha t be gins  on April 1 a nd e nds  the  following Ma rch 31. TEP  will
submit, on or be fore  Octobe r 31 of e ach yea r, a  foreca s t for the  upcoming PPFAC yea r (April l
through Ma rch 31) of its  fue l a nd purcha s e  powe r cos ts . It will a ls o s ubmit a  fore ca s t of kph
sales for the same PPFAC year, and divide the forecasted costs by the forecasted sales to produce
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the  ce nts  pe r kph unit ra te  re quire d to  colle ct thos e  cos ts  ove r thos e  s a le s . The  re s ult of
subtracting the  Base  Cos t of Fue l and Purchased Power from this  unit ra te  sha ll be  the  Forward
Component.

All revenues  from short-te rm off-sys tem sa le s  will be  credited aga ins t fue l and purchased power
cos ts . Ten pe rcent of the  ne t pos itive  margins  rea lized by TEP on its  wholesa le  trading activitie s
will be  cre dite d a ga ins t fue l a nd purcha se d powe r cos ts . The  ma rgins re a lize d by TEP  on S 02
Allowance  Sales  will be  credited aga inst fue l and purchased power costs .

TEP sha ll ma inta in and report monthly the  ba lances  in a  Forward Component Tracking Account,
which will re cord TEP 's  ove r/unde r-recove ry of its  a ctua l cos ts  of fue l and purchased power a s
compared to the  actual Base Cost of Fuel and Purchased Power revenue and Forward Component
re ve nue . This  Account will ope ra te  on a  P P FAC Ye a r ba s is  (i.e . April 1 to the  following Ma rch
31), a nd its  ba la nce s  will be  us e d to a dminis te r this  P P FAC's  True -Up Compone nt, which is
described immedia te ly be low.

Should an unusua l event occur caus ing a  dra s tic change  in forecas ted libe l and ene rgy price s  -
such a s  a  hurricane  or othe r ca lamity - TEP has  the  discre tion to apply for an adjus tment to the
forwa rd compone nt. S uch a n a djus tme nt would not be  imple me nte d unle s s  a pprove d by the
Commiss ion.

B. True-Up Component Description

The  True -Up Compone nt in  a ny curre nt P P FAC Ye a r is  inte nde d to re fund or re cove r the
ba lance  accumula ted in the  Forward Component Tracking Account (described above) during the
pre vious  P P FAC ye a r. Als o, a ny re ma ining ba la nce  from the  True -Up Compone nt Tra cking
Account a s  of Ma rch 31 would roll ove r into the  True -Up Compone nt for the  coming P P FAC
ye a r s ta rting April l.The  sum of proje cte d Forwa rd Compone nt Tra cking Account a nd True -Up
Compone nt Tra cking Account ba la nce s  on Ma rch 31 is  divide d by the  fore ca s te d PPFAC ye a r
kph sa le s  to de tennine  the  True -Up Component for the  coming PPFAC yea r.

TEP sha ll ma inta in and report monthly the  ba lances  in a  True-Up Component Tracking Account,
which will re flect monthly collections  or re funds  under the  True-Up Component and the  amounts
approved for use  in ca lcula ting the  True-Up Component.

Ea ch a nnua l TEP  filing on Octobe r 31 will include  a n a ccumula tion of Forwa rd Compone nt
Tra cking Account ba la nce s  a nd True -Up Compone nt Tra cldng Account ba la nce s  for the
preceding April through September and an e s tima te  of the  ba lances  for Octobe r through March
(the  rema ining s ix months  of the  current PPFAC Year). The  TEP tiling sha ll use  these  ba lances
to ca lcula te  a  pre limina ry True -Up Compone nt for the  coming P P FAC Ye a r. On or be fore
Fe brua ry 1, TEP  will s ubmit a  s upple me nta l filing tha t re ca lcula te s  the  True -Up Compone nt.
This  reca lcula tion sha ll replace  e s tima ted monthly ba lances  with those  actua l monthly ba lances
tha t have  become ava ilable  s ince  the  October 31 filing.
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The  Octobe r 31 filing's  use  of e s tima te d ba la nce s  for Octobe r through Ma rch (with supporting
workpa pe rs ) is  re quire d to a llow the  P P FAC re vie w proce ss  to be gin in a  wa y tha t will support
its  comple tion a nd a  Commiss ion de cis ion be fore  April l. The  Fe brua ry l upda ting will a llow for
the  use  of the  mos t current ba lance  informa tion ava ilable  be fore  the  PPFAC ra te  would go into
e ffe ct. In  a ddition  to  the  Fe brua ry l upda te  filing , TEP  month ly filings  (for the  months  of
S e pte mbe r through De ce mbe r) of Forwa rd Compone nt Tra cking Account ba la nce  infonna tion
a nd True -Up Compone nt Tra cking Account ba la nce  informa tion will include  a  re ca lcula tion
(replacing estimated ba lances with actua l ba lances as  they become known) of the  projected True-
Up Component unit ra te  required for the  next PPFAC Year.

The  True -Up Compone nt Tra cking Account will me a sure  the  cha nge s  e a ch month in the  True -
Up Compone nt ba la nce  us e d  to  e s ta blis h  the  curre nt True -Up Compone nt a s  a  re s ult of
colle ctions  unde r the  True -Up Compone nt in  e ffe ct. It will s ubtra ct e a ch month 's  The -Up
Compone nt colle ctions  from the  True -Up Compone nt ba la nce . The  True -Up Compone nt
Account will a lso include  Applica ble  Inte re s t on a ny ba la nce s . TEP  sha ll file  the  a mounts  a nd
supporting ca lcula tions and workpapers  for this  account each month.

4 .  CALCULATION OF THE  P P FACRATE

The  P P FAC ra te  is  the  s um of the  two compone nts , i.e ., Forwa rd Compone nt a nd True -Up
Compone nt. The  P P FAC ra te  s ha ll be  a pplie d to cus tome r bills . Unle s s  the  Commis s ion ha s
othe rwise  acted on a  new PPFAC ra te  by March 31, the  proposed PPFAC ra te  (a s  amended by
the  upda ted Februa ry l filing) sha ll go into e ffect on April l. The  PPFAC ra te  sha ll be  applicable
to TEP 's  re ta il e le ctric ra te  s che dule s  (e xce pt thos e  s pe cifica lly e xe mpte d) a nd is  a djus te d
a miua lly. The  P P FAC Ra te  s ha ll be  a pplie d to the  cus tome r's  bill a s  a  monthly kilowa tt-hour
("kwh") charge  tha t is  the  same for a ll cus tomer classes .

The  PPFAC ra te  sha ll be  re se t on April 1 of e ach yea r, and sha ll be  e ffective  with the  firs t April
billing cycle  only a fte r a pprova l by the  Commis s ion. It is  not prora te d. The  firs t True -Up will
include  costs  and revenues from January l, 2009 through March 31, 2009.

5 . FILING AND P ROCED URAL DEADLINES

A. Oc to b e r 31 Filin g

TEP sha ll tile  the  PPFAC ra te  with a ll Component ca lcula tions  for the  PPFAC year beginning on
the  ne xt April l, including a ll supporting da ta , with the  Commiss ion on or be fore  Octobe r 31 of
e a ch ye a r. Tha t ca lcula tion sha ll use  a  fore ca s t of kph sa le s  a nd of fue l a nd purcha se d powe r
cos ts  for the  coming ca le nda r ye a r, with a ll inputs  a nd a s s umptions  be ing the  mos t curre nt
a va ila ble  for the  Fowl/a rd Compone nt. The  filing will a ls o include  the  True -Up Compone nt
ca lcula tion for the  ye a r be ginning on the  ne xt April 1, with a ll supporting da ta . Tha t ca lcula tion
will use  the  same forecast of sa les  used for the  Forward Component ca lcula tion.
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B. Fe b ru a ry 1 Filin g

TEP will upda te  the  Octobe r 31 filing by Februa ry 1. This  upda te  will replace  e s tima ted Forward
Compone nt Tra cking Account ba la nce s , a nd the  True -Up Compone nt Tra cking Account
ba la nce s , with a ctua l ba la nce s  a nd with more  curre nt e s tima te s  for thos e  months  (J a nua ry,
Fe brua ry a nd Ma rch) for which a ctua l da ta  a re  not a va ila ble . The  ne w P P FAC ra te  will go into
e ffe ct on April l only a fte r a pprova l by the  Commiss ion.

C. Ad d itio n a l Filin g s

TEP  will a ls o file  with the  Commis s ion a ny a dditiona l informa tion tha t the  S ta ff de te rmine s  it
requires  to verify the  component ca lcula tions, account ba lances, and any other matte r pertinent to
the PPFAC .

February 13, 2008 P a ge  6
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D. Review Proces s

The  Commiss ion S ta ff a nd inte re s te d pa rtie s  will ha ve  a n opportunity to re vie w the  Octobe r 31
a nd Fe brua ry 1 fore ca s t, ba la nce s , a nd s upporting da ta  on which the  ca lcula tions  of the  two
P P FAC compone nts  ha ve  be e n ba se d. Any obje ctions  to the  Octobe r 31 ca lcula tions  mus t be
file d within 45 da ys  of the  TEP  filing. Any obje ctions  to the  Fe brua ry 1 ca lcula tions  mus t be
tile d within 15 da ys  of the  TEP  filing.

E. Extraordinary Circumstances

Should an unusual event occur that causes a  drastic change in forecasted fuel and energy prices -.
such as  a  hum*icane  or othe r ca lamity - TEP will have  the  ability to reques t an adjus tment to the
forward component re flecting such a  change . The  Commiss ion may provide  for the  change  over
such period as the  Commission determines appropria te .

6 . VERIFICA TION AND A UDIT

The  a mounts  cha rge d through the  P P FAC will be  s ubje ct to  pe riodic a udit to  a s s ure  the ir
comple teness  and accuracy and to assure  tha t a ll fue l and purchased power costs  were  incurred
reasonably and prudently. The  Commiss ion may, a fte r notice  and opportunity for hea ring, make
such adjus tments  to exis ting ba lances  or to a lready recove red amounts  a s  it finds  necessa ry to
correct any accounting or ca lcula tion e rrors  or to address  any costs  found to be  unreasonable  or
imprude nt. S uch a djus tme nts , with a ppropria te  inte re s t, sha ll be  re cove re d or re funde d in the
True -Up Component for the  following yea r (i.e . s ta rting the  next April 1.)

7. S CHED ULES

Samples  of the  following schedules  a re  a ttached to this  P lan of Adminis tra tion:

Schedule 1
Schedule 2
Schedule 3

Schedule 4
Schedule 5

P P FAC Ra te  Ca lcula tion Effe ctive  April l, 2009
PPFAC Forwa rd Compone nt Ra te  Ca lcula tion Effe ctive  April l, 2009
P P FAC Forwa rd Compone nt Tra cking Account (in  e ffe ct Month XX, 20XX -
March 31, 2010)
PPFAC True -Up Compone nt Ra te  Ca lcula tion Effe ctive  Month XX, 20XX
P P FAC True -Up Compone nt Tra cking Account (in e ffe ct April 1, 2009 - Ma rch
31, 2010). The  firs t True -Up will include  cos ts  a nd re ve nue s  from J a nua ry 1,
2009 through March 31, 2009.

8 . COMP LIANCE REP ORTS

TEP  sha ll provide  monthly re ports  to S ta ffs  Complia nce  S e ction a nd to the  Re s ide ntia l Utility
Cons ume r Office  de ta iling a ll ca lcula tions  re la te d to the  P P FAC. A TEP  Office r s ha ll ce rtify
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under oa th tha t a ll informa tion provided in the  reports  itemized be low is  true  and accura te  to the
be s t of his  or he r informa tion a nd be lie f. The se  monthly re ports  sha ll be  due  within 30 da ys  of
the  end of the  reporting period.

The  publicly ava ilable  reports  will include  a t a  minimum :

1 . The  P P FAC Ra te  Ca lcu la tion  (S che dule  1), Forwa rd  Compone nt a nd  True -Up
Compone nt Ca lcula tions  (S che dule s  2 a nd 4), Annua l Forwa rd Compone nt a nd,
True -Up Compone nt Tra cking Account Ba la nce s  (S che dule s  3 a nd 5). Additiona l
informa tion will provide  othe r re la tive  inputs  and outputs  such a s :

a . Tota l powe r a nd fue l cos ts .
b. Customer sa les  in both MWh and thousands  of dolla rs  by cus tomer class .
c. Number of cus tomers  by cus tomer cla ss .
d. A de ta ile d lis ting of a ll ite ms  e xclude d from the  PPFAC ca lcula tions .
e . A de ta iled lis ting of any adjus tments  to the  adjus tor reports .
i Tota l off-system sa les revenues.
g. S ys te m los s e s  in MW a nd Mwh.
h. Monthly ma ximum re ta il de ma nd in MW.
i. SO2 allowance sales.

Identifica tion of a  contact pe rson and phone  number from TEP for ques tions .

TEP  s ha ll a ls o provide  to Commis s ion S ta ff monthly re ports  conta ining the  informa tion lis te d
be low. These  reports  sha ll be  due  within 30 days  of the  end of the  reporting pe riod. All of these
additiona l reports  must be  provided confidentia lly.

A. Informa tion for e a ch ge ne ra ting unit will include  the  following ite ms :
l. Ne t ge ne ra tion, in MWh pe r month, a nd 12 months  cumula tive ly.
2. Average  hea t ra te , both monthly and 12-month average .
3. Equiva lent forced-outage  ra te , both monthly and 12-month average .
4. Outa ge  informa tion for e a ch month including, but not limite d to, e ve nt type ,

start date  and time, end date  and time, and a  description.
5. Tota l fue l cos ts  pe r month.
6. The  fue l cos t pe r kph pe r month.

B. In forma tion  on  powe r purcha s e s  will inc lude  the  fo llowing  ite ms  pe r s e lle r
(information on economy interchange purchases may be aggregated) :

l. The  qua ntity purcha s e d in Mwh.
2. The  demand purchased in MW to the  extent specified in the  contract.
3. The  tota l cos t for demand to the  extent specified in the  contract.
4. The  tota l cos t of e ne rgy.

Informa tion on off-sys te m sa le s  will include  the  following ite ms :
l. An ite miza tion of off-sys te m sa le s  ma rgins  pe r buye r.

Fe brua ry 13, 2008
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P age  8



Tucs on Electric  P ower Company
Doc ke t no. E-01933A-07-0402

Attachment RCS -4
P ropos ed P lan of Adminis tra tion

P urchas ed P ower & Fuel Adjus tment Claus e

2. De ta ils  on nega tive  off-sys tem sa le s  margins .

D. Fue l purchase  informa tion sha ll include  the  following items  :
l. Na tura l ga s  inte rs ta te  pipe line  cos ts , ite mize d by pipe line  a nd by individua l

cost components, such as reservation charge, usage, surcharges and fuel.
2. Na tura l gas  commodity cos ts , ca tegorized by short-te rm purchases  (one  month

or le s s ) a nd longe r te rm purcha s e s , including price  pe r the rm, tota l cos t,
supply basin, and volume by contract.

E. TEP  will a ls o provide :
1 .  Mo n th ly p ro je c tio n s  fo r th e  n e xt 1 2 -mo n th  p e rio d  s h o win g  e s tima te d

(Over)/undercollected amounts .
2. A summary of unplanned outage  cos ts  by resource  type .
3. The  da ta  ne ce s s a ry to a live  a t the  S ys te m a nd Off-S ys te m Book Fue l a nd

Purchased Power cos t re flected in the  non-confidentia l filing.
4. The  da ta  ne ce ssa ry to a rrive  a t the  Na tive  Loa d Ene rgy Sa le s  MWh re fle cte d

in the  non-confide ntia l tiling.

Workpa pe rs  a nd othe r docume nts  tha t conta in proprie ta ry or confide ntia l informa tion will be
provided to the  Commiss ion S ta ff under an appropria te  protective  agreement. TEP will keep fue l
and purchased power invoices  and contracts  ava ilable  for Commiss ion review. The  Commiss ion
has the  right to review the  prudence  of fue l and power purchases and any ca lcula tions associa ted
with the  PPFAC a t any time. Any costs  flowed through the  PPFAC are  subj act to re iiund, if those
costs  a re  found to be  imprudently incurred.

9 . ALLOWABLE COS TS

A. Accounts

The  a llowable  PPFAC cos ts  include  fue l and purchased power cos ts  incurred to provide  se rvice
to re ta il cus tome rs . Additiona lly, the  prude nt dire ct cos ts  of contra cts  use d for he dging sys te m
fue l and purchased power will be  recove red unde r the  PPFAC. The  a llowable  cos t components
include  the  following Fede ra l Ene rgy Regula tory Commiss ion ("FERC") accounts l

501 Fuel (Steam)
547 Fue l (Othe r Production)
555 Purchased Power (including Luna  Energy Facility capacity adjus tment)
565 Whee ling (Transmiss ion of Electricity by Othe rs )

The se  a ccounts  a re  subje ct to cha nge  if the  Fe de ra l Ene rgy Re gula tory Commiss ion a lte rs  its
accounting requirements  or de finitions .

B. Other Allowable Costs

None  without preapprova l from the  Commiss ion in an Orde r.

February 13, 2008 P a ge  9
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TUCSON ELECTRIC POWER COMPANY'S
RESPONSES TO STAFF'S

ELEVENTH SET OF DATA REQUESTS
DOCKET no. E-01933A-07-0402 et al.

January 8, 2007

LA 11.50 Termination Cost Regulatory Asset (TCRA). (a) Please provide all
accounting entries TEP used to record the TCRA on its books. If no cost
has been recorded,explain fully why not. (b) Please show the build up,by
year, of the TCRA on TEP's books from its inception through December
31, 2007. (c) Please provide all correspondence with TEP's independent
financial auditors concerning the TCRA.

(a> The TCRA has not been recorded on TEP's books. Since the
Commission has not yet rendered a decision regarding the
Company's proposed rate Methodologies in this proceeding, it
would be premature tO record such a regulatory asset on TEP's
books.

(b) As noted in part (a) above, the TCRA has not been recorded on
TEP's books. However, the annual build-up of the TCRA balance
is shown in Exhibit KCG-1, attached to the Direct Testimony of
Mr. Kenton Grant.

(c) No such correspondence exists.

RESPONDENTS: Kenton Grant (a and b) and Karen Kissinger (c)

Kenton Grant and Karen KissingerWITNESSES:
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TUCSON ELECTRIC POWER COMPANY'S
RESPONSES TO STAFF'S FIRST SET

OF DATA REQUESTS
DOCKET nos. E-01933A-07-0402 et al.

November 1, 2007

S TF 1.85 Filing Information. As the Company discovers errors in its filing identify
such errors and provide documentation to support any changes. Please
update this response as additional information becomes available.

RES P ONS E ' 1) Renewable Resources Pro Forma Adjustment: this pro forma
adjustment was to reduce revenues for amounts related to
renewable resources (all assets, revenues and expenses related to
renewable resource cost and recovery are removed Hom rate base
and cost of service and are to be evaluated independently). The
original adjustment omitted $19,274 of expense related to
customer information advertising for renewables programs. Please
see the Excel file STF 1.85 (Renewable Resources) on the
enclosed CD. The Excel file on the CD is £01 identified by Bates
numbers. Please also see STF 1.85 (Renewable Resources), Bates
Nos. TEP(0402)00xxxx to TEP(0402)00xxxx.

2) Bad"Debt'" Expense Pro Forma .Adiustmentf this pro forma
adjustment was to increase retail bad debt expense expressed as a
percentage of adjusted retail revenue. The original pro forma
adjustment should have been calculated using average bad debt
expense. Bad debt expense was increased by $622,366 in the
original adjustment. The revised adjustment increases bad debt
expense by $122,292. The incremental impact is a reduction of
adjusted test year expense as tiled of $520,074. Please see the
Excel 'die STF 1.85 (Bad Debt Expense) on the enclosed CD. The
Excel file on the CD is not identified by Bates numbers. Please
also see STF 1.85 (Bad Debt Expense), Bates Nos.
TEp(0402)010370 to TEp(c>402)0,194a5i'

I038°
RES P O NDENT : Janet Zaidenberg-Schrum

WITNESS: Da lla s  Duke s
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TUCS O N ELECTRIC POWER COMPANY'S
RESPONSES TO STAFF'S

ELEVENTH SET OF DATA REQUESTS
DOCKET no. E-01933A-07-0.02 et al.

January 8, 2007

LA 11.48 Bad Debt Expense. Refer to the pro forma adjustment workpapers under
the Cost of Service methodology that relate to TEP's Bad Debt Expense
adjustment, specifically the workpaper identi f ied by Bates No.
TEP(0402)001763. (a) Please explain fully and in detail why TEP
used a three-year average to calculate its retail write-off rate when in the
two recent UNS Gas Inc. and UNS Electric Inc. rate cases, a two-year
average was used. (b) The l ine item for the Customer Annualization
component of TEP's uncollectible revenue base indicates the amount of
$5,044,631. However, the Company's actual Customer Annualization
adjustment for retail revenue, as identified on Bates page
TEP(0402)001866 is $5,040,239, or a dif ference of  $4,392. Please
explain and reconcile this discrepancy. (c) The f i rst i tem under the
"Notes" section of Bates page number TEP(0402)001763 states that the
CTC and Renewable Resource revenues were added back to Adjusted
Retail Revenue in calculating TEP's bad debt expense adjustment and Mr.
Dukes also addressed this on pages 14 and 15 of his direct testimony.
Please indicate exactly where on Bates page TEP(0402)001763 these
items are added back to Adjusted Retail Revenue, In addition, please
conion that the amounts added back are $89,640,816 for the Fixed CTC
revenues (as shown on Bates page TEP(0402)002641) and $9,450,840 for
Renewable Resource revenues (as shown on Bates page
TEP(0402)002603). I f  these are not  the amounts ref lected in the
Company's bad debt adjustment, please indicate the amounts added back
for these two items and show in detail how they were derived. Show
detailed calculations. (d) Referring to part c above, please explain fully
and in detail why TEP believes it is appropriate to add the Fixed CTC and
Renewable Resource revenues back to Adjusted Retail  revenues to
calculate pro forma bad debt expense when those amounts were removed
&on the Company's pro formarevenues .

RESPONSE : (H) TEP used a three-year average as a standard practice used in prior
rate cases. UNS Gas, Inc. and UNS Electric, Inc. utilized only a
two-year average because there was not a iii ll three years worth of
data to use since the acquisition was in August 2803, (otherwise a
three-year average would have been used for those Companies as
well).

(b) The Customer Annualization of $5,044,631 was calculated May 1,
2007 and was used in the Bad Debt Calculat ion,  whi le the
$5,040,329 was an updated calculation done June 11, 2007 and
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TUCSON ELECTRIC POWER COMPANY'S
RESPONSES TO STAFF'S

ELEVENTH SET OF DATA REQUESTS
DOCKET no. E-01933A-07-0402 et al.

January 8, 2007

was not picked up in the Bad Debt pro forma because the
difference between the two ($4302) was an immaterial change of
$14.

(c) The $89,640,816 of Fixed CTC revenue and $5,464,746
(unbundled DSM retail revenue) of the $9,450,840 is included in
the first line 'Net Sales to Ultimate Consumers' of Bates page
number TEP(0402)001763, of the remaining $3,986,094
($9,450,840 - $5,464,746) of the Renewable Resources pro forma
adjustment amount, $2,683,467 for the Environmental Portfolio
Surcharge ("EPS") was excluded from the calculation for Bad Debt
Expense in error. The EPS should have been included because it is
billed to retail customers. The remaining $1,302,627 should not be
included in the Bad Debt Expense calculation because it is not
retail revenue subject to a bad debt expense calculation for a pro
forma adj vestment.

Please see LA 11.48 (c) on the enclosed CD for the revised Bad
Debt Expense calculation and detail of Fixed CTC revenue and
DSM retail revenue that are included in the 'Net Sales to Ultimate
Consumers' line. LA 11.48 (c) on the enclosed CD is not
identified by Bates numbers. Also see Bates No.
TEP(0402)002608 included in the Renewables Resource pro Ronna
adjustment for additional detail for DSM retail revenue.

(ft) Pro Ronna bad debt expense should be reflective of expected
results based On lmowziinforrhatioi. The pie Ronna expense would
be materially understated if the Fixed CTC revenues were
excluded. The inclusion of the estimated .writé3oft` percentage in
die calculation of the gross conversion factor would not adequately
compensate for this exclusion. The gross conversion factor is
applied to the operating income deficit, which also reflects the
exclusion of the transition recovery asset expenses as well.

RESPONDENT: Mina Brings

Dallas DukesWITNESS:
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TUCSON ELECTRIC POWER COMPANY'S
RESPONSES TO

RUCO'S SIXTH SET OF DATA REQUESTS
DOCKET no. E-01933A-07-0402 et al.

December 14, 2007

6.S ADIT Please provide the following information:

a) Have all balances in account 190, 282, and 283 related to
Springerville 1, Springecrville Common and the Luna Plant been
excluded &om the ADTT balance requested in rate base?

b) For each respective plailt and respective account referred to in part
a) please provide the applicable ADIT account balances.

RES P ONS E : All of the ADIT associated with Springerville Unit 1, Springerville Unit l
Common, and the Luna plant has been excluded from the ADIT balance
reflected in rate base. The balances that were excluded are:

Plant 190 82 283

Springefville Unit 1
and Unit 1 Common 7,324,177

0
(494,972)

0Luna
/

/
\

\

(8,593,593)

(38z,415)

\ RES P ONDENT : Nona Donahue
3

WITNESS: Karen Kissinger



0.396Tax Rate

Attachment RCS-5
Page 11 of 154

TUCSON ELECTRIC POWER COMPANY'S
a RESPONSES TO STAFF'S

TWENTIENTH SET OF DATA REQUESTS
DOCKET NO. E-01933A-07-0402 et al.

January 31, 2008

LA-20-26. ADIT for Luna Plant adjustment. Please specifically identify, quantify and
explain any and all amounts of ADIT that are related to the TEP proposed
adjustment for plant and accumulated depreciation for the Luna Plant.

RESPONSE : Please find a spreadsheet below showing the ADIT related to the TBP
proposed adjustment for plant and accumulated depreciation for the Luna
Plant:

Luna

as of 12/31/06
Deferred

Tax
Asset/<Liah>Tax

48,907,399

1,776,787

Difference

Cost
A/D

Book
48,930,185

891,120

Net Value 48,039,065 47,130,612 (908,453) (359,747)

RESPONDENT: Nona Donahue

WITNESS : Karen Kissinger

\
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TUCSON ELECTRIC POWER COMPANY'S
RESPONSES TO STAFF'S

TWENTIENTH SET OF DATA REQUESTS
DOCKET no. E-01933A-07-0402 et al.

January 31, 2008

LA-20-2. Sundt coal contract buyout.

Please show in detail how TEP accounted for the $11.25 million
buy-out cost in 2002, when the buy-out occurred. Show the
amounts recorded in each account.

Did TEP request any accounting order from the Commission to
defer any of the $11.25 million Sundt coal contract buyout cost? If
so, please identify exactly where this was requested (date and
docket number).

Is TEP aware of any Commission order authorizing deferral of any
of the $11.25 million Sundt coal contract buyout cost? If so,
please identify the order and date.

RESPONSE : The $11.25 million buyout was recorded as follows:

DR. 51000 Fuel - Coal (FERC expense account 501) $11,250,000

CR. 24300 Other Current Liabilities $11,250,000

b. No .

No.

RESPONDENT :

WITNESS:

a.

b.

c.

a.

Karen Kissinger

Karen Kissinger

c.
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TUCSON ELECTRIC POWER COMPANY'S
RESPONSES TO STAFF'S

ELEVENTH SET OF DATA REQUESTS
DOCKET no. E-01933A-07-0402 et al.

January 11, 2007

LA 11.22 Sundt coal contract buyout regulatory asset. Refer to Mr. Hutchins'
testimony at pages 26-27. Please provide the following information: (a)
date the regulatory asset was recorded on TEP's books, (b) Docket
number and Commission Order which approved TEP's accounting for this
item as a regulatory asset, (c) account and amount where TEP has
recorded this item as a regulatory asset (include an explanation of the logic
for the account chosen); (d) all correspondence with TEP's external
auditors concerning the recording by TEP of this item as a regulatory
asset; (e) copies of all invoices and supporting documentation related to
the amount that TEP recorded as a regulatory asset, (f) related amounts of
accumulated amortization as of 12/31/05 and 12/31/06, (g) related
amounts .of Accumulated Deferred Income Taxes as of 12/31/05 and
12/31/06; and (h) identification of the period of the contract that was
bought out, and a complete explanation of how the amortization period
chosen by TEP for the regulatory asset corresponds with the period of the
contract that was bought out.

RESPONSE : An extension was granted to TEP by the Commission Staff until January
11, 2008. TEP is in the process of gathering this information and will
provide the response to this data request on or before January 11, 2008 .

SUPPLEMENTAL
RESPONSE : (a), (b), (c), (d), (e) and (1) TEP will not record the Sundt Coal Contract

buyout regulatory asset until a final decision is issued in this rate case
proceeding from the Arizona Corporation Commission ("Colnlnission").
These additional costs were not booked per Ms. Kissinger's Direct
Testimony, pages 6 and 7 (see excerpt below):

Had the Company not been under a rate freeze and
expecting to go to a market-based rate for generation as a
result of entering into the 1999 Settlement Agreement, the
Company would have sought regulatory recovery of these
costs at the time the underlying agreements were
negotiated. Because of the 1999 Settlement Agreement, the
Company believed it was precluded from requesting such
relief If the Company's generation rates are placed back
under a coM~of-service paradigm, then recovery of these
costs through rates through a traditional cost-of-service
approach is appropriate. The Company's customers benefit



Attachment RCS-5
Page 14 of 154

TUCSON ELECTRIC POWER COMPANY'S
RESPONSES TO STAFF'S

ELEVENTH SET OF DATA REQUESTS
DOCKET no. E-01933A-07-0402 et al.

January 11, 2007

from these buyouts through the receipt of lower fuel costs
in their monthly electric bill.

(g) The Com pany has not  recorded any related amounts of
Accumulated Defensed Income Taxes as of December 31, 2005 and
December 31, 2006.

(h) The Sundt Coal Contract, term ending 2015, was bought out in
July 2002. The proposed amortization schedule is provided in the
Direct Testimony of Ms. Karen Kissinger, page 20. The recovery
period is based on the anticipated period between rate cases.

RESPONDENT : Leonard Nehxmeyer

WITNESS : Karen Kissinger
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TUCS ON ELECTRIC P OWER COMP ANY'S
RES P ONS ES  TO S TAFF'S

ELEVENTH S ET OF DATA REQUES TS
DOCKET no . E-01933A-07-0-02 e t a l.

J anuary 11, 2007

LA 11.23 San Juan Stranded Cost buyout regulatory asset. Refer to Mr. Hutchins '
testimony at pages 27-29. Please provide the following information: (a)
date the regulatory asset was recorded on TEP's books, (b) Docket
number and Commission Order which approved TEP's accounting for this
i tem as a regulatory asset, (c) account and amount where TEP has
recorded this item as a regulatory asset (include an explanation of the logic
for the account chosen), (d) al l  correspondence with TEP's external
auditors concerning the recording by TEP of this item as a regulatory
asset; (e) copies of all invoices and supporting documentation related to
the amount that TEP recorded as a regulatory asset, (1) related amounts of
accumulated amortization as of  12/31/05 and 12/31/06; (g) related
amounts of Accumulated Deferred Income Taxes as of 12/31/05 and
12/31/06, and (h) identif ication of die period of the contract that was
bought out, and a complete eXplanation of how the amortization period
chosen by TEP for the regulatory asset corresponds with the period of the
contract that was bought out.

RESPONSE : An extension was granted to TBP by the Commission Staff until January
ll, 2008. TEP is in the process of  gathering this information and wil l
provide the response to this data request on or before January 11, 2008.

S UP P LEMENTAL
RESPONSE : (a), (b), (c), (d), (e) and (f) TEP has not recorded the San Juan Stranded

Cost buyout regulatory asset, pending Final decision Hom the Commission
in this rate case proceeding. These additional costs were not booked per
Ms. Kissinger's Direct Testimony, pages 6 and 7 (see excerpt below):

Had the Company not  been under a rate f reeze and
expecting to go to a market-based rate for generation as a
result of entering into the 1999 Settlement Agreement, the
Company would have sought regulatory recovery of these
costs at  the t im e the under l y i ng agreem ents were
negotiated. Because of the 1999 Settlement Agreement, the
Company believed it was precluded Eorn requesting such
reliefs If the Company's generation rates are placed back
under a cost-of-service paradigm, then recovery of these
costs through rates through a traditional cost-of-service
approach is appropriate. The Company's customers benefit
from these buyouts through the receipt of lower fuel costs
in their monthly electric bill.
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TUCS ON ELECTRICP OWER COMP ANY'S
RESPONSES TO S TAFF'S

E LE VE NTH S ET OF DATA REQUES TS
DOCKET NO. E-01933A-07-0402 e t a l.

J anuary 11, 2007

(8) The related amounts of Accumulated Deferred Income Taxes as of
December 31, 2005 and December 31, 2006 are $4,476,193 and
$4,069,266, respectively.

(11) The San Juan Coal Contract, tern ending December 2017, was
bought out iN S@fember"`2000."- The proposed amortization
schedule is prov ided in the Direct  Test imony of  Ms. Karen
Kissinger, page 20, The recov ery per iod is based on the
anticipated period between rate cases.

RES P ONDENT: Leonard Nehrmeyer

WITNESS : Karen Kissinger
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Tucson Electric Power Company
dAy Original

A Resubmission

This Re oN Is:
(1)
(2)

Date of Report
(Mo, Da, Yr)

/ / End of

Year/"Period of Report

" "/1?t9§é'f4t'3én' R
1 f 1n

.ISTATEMENT OF INCOME FOR THE YEAR (Continued)

Line
No.

Account

(a)

(Ref.)
Page No.

(b)

TOTAL

Current Year
(G)

Previous Year
(d)

27 Net Utility Operating Income (Carried forward from page 114) 118,8s9,fsa1 .t02,702,045

28 Other Income and Deductions

29 Other Income

30 Nonutilty Operating Income

31 Revenues From Merchandising, Jobbing and Contract Work (415)

32 (Less) Costs and Exp, of Merchandising, Job. & ContractWork (416)

33 Revenues From Nonutility Operations (417) 1,103,989 1,003,571

34 (Less) Expenses of Nonutility Operations (417.1) 980,925 401,634

35 Nonoperating Rental Income (418)

36 Equity in Earnings of Subsidiary Companies (418.1) 119 421 ,200 -122,150

37 interest and Dividend Income (419) 30,871,891 30,740,777

38 Allowance for Other Funds Used During Construction (419.1) 1,184,703 691,503

39 Miscellaneous Nonoperating Income (421) 456,645 543,180

40 Gain on Disposition of Property (421.1) 12,608 406,123

41 TOTAL Other Income (Enter Total of lines 31 thru 40) 33,070,109 32,861,360

42 Other Income Deductions

43 Loss on Disposition of Property (4212) 585

44 Miscellaneous Amortization (425) 340

45 Miscellaneous Income Deductions (426.1-426.5) 340 1,302,910 1,271,499

46 TOTAL Other Income Deductions (Total of lines 43 thru 45) 1,302,910 1,272,084

47 Taxes Applic. to Other Income and Deductions

48 Taxes Other Than Income Taxes (4082) ZG2-263

49 Income Taxes-Federal (4092) 262-253

50 Income Taxes-Oiher (409.2) 262-263 2,237,441 2,318,811

51 Provision for Deferred Inc. Taxes (4102) 234, 272-277 10,241,809 10,614,276

52 (Less) Provision for Deferred Income Taxes-cr. (411 .2) 234, 272-277 277,674 340,457

53 Investment Tax Credit Adj.-Net (411 .5)

54 (Less) Investment Tax Credits (420)

55 TOTAL Taxes on Other Income and Deduct. (Total of 48 thru 54) 12,201,576 12,592,630

56 Net Other Income and Deductions (Enter Total lines 41, 46, 55) 19,565,623 18,996,646
57 Interest Charges 1

58 Interest on Long-Term Debt (427) 55.678,115 56,949,533
59 Amos. of Debt Disc. and Expense (428) 20,522,774 8,194,631

60 Amortization of Loss on Reaquired Debt (428.1) 736,277 752,568

61 (Less) Amort. of Premium on Debt-Credit (429)

62 (Less) Amortization of Gain on Reaquired Debt-Credit (429.1) 438,15 34,749

63 Interest on Debi to Assoc. Companies (430) 340

64 Other Interest Expense (431) 340 937,052 1,013,385
65 (Less) Allowance for Borrowed Funds Used During Construction-Cr. (432) 871 ,90 567,112

68 Net Interest Charges (Enter Total of lines 58 thru 65) u76,964,15 66,308,256
67 Income Before Extraordinary Items (Total of lines 27, 56 and 66) 61,441,14 55,390,435
68 Extraordinary Items

69 Extraordinary Income (434) 111,706,764
70 (Less) Extraordinary auctions (435)

71 Net Extraordinary Items (Enter Total of line 69 less line 70) 111,706,764
72 Income Taxes-Federal and Other (409.3) 252-263 44,235,879
73 Extraordinary Items After Taxes (Enter Total of line 71 less line 72) 67,470,885
74 Net Income (Enter Total of lines 67 and 73) 128,912,030 55,390,435

FERC FORM no. 1 (ED. 12-96) Page 111 - Priv ileged Data

L u  l



Attachment RCS-5
Page 18 of 154

TUCSON ELECTRIC POWER COMPANY'S
RESPONSES TO STAFF'S

THIRTEENTH SET OF DATA REQUESTS
DOCKET no. E-01933A-07-0402 et al.

January 11, 2008

LCG 13.11 In the 2004 proceeding (Docket No. E-0933A-04-0408), the direct
testimony of Staff witness Dort recommended that the effects of SFAS
143 be reversed for regulatory purposes, which would result in a $68
million net reduction to original cost rate base. Please explain if the
company reverses the effects of SFAS 143 in its 2007 rate case filing,
and if not, why not.

RESPONSE : The Company has not reversed the effects of SFAS 143, as adopted by
the Company in its 2007 rate filing. In its Filing, the Company has not
reversed the effects of the any of the differences between GAAP for
companies eligible to follow FAS 71 for its accounting for generation
assets versus thosenot eligible to follow FAS 71 for generation, such as
TEP. It does not make sense to the Company to adjust for any one
difference in isolation. The appropriate treatment of any of the
differences will likely be impacted by which of the three methodologies
recommended by the Company is adopted by the Commission, as well as
any adjustments made by the Commission to the methodology selected.

RESPONDENT : Karen Kissinger

WITNESS : Karen Kissinger
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STF-14-15. Refer to the response to Staff data request LCG 7.23 .

H. Has TEP discussed any of the issues that are listed in response to
part a with its auditors? If not, explain fully why not. Ipso, please
identify when the discussions occurred and who participated in
such discussions.

d_

I e.~ --

Since Decision No. 62103 was issued, please identify, quantify and
explain fully each change in the Company's accounting under FAS
No. 71, by year, that affected income by more than $1 million in a
year or asset/liability accounts by more than $10 million.

Refining to part L please identify, quantify, explain fully and
provide the journal entries related to the recognition of income
upon the adoption ofFAl 143 .

Referring to part 12 please identify, quantify, explain fully and
provide the depreciation rates (1) before, (2) alter and (3) the net
change resulting firm the adoption of FAS 143 .

Please identify all- Commission- orders addressing the depreciation
rates (1) before and (2) after the change in the Company's
depreciation rates resulting from the adoption of FAS 143 .

Referring to part 12 please identify, quantify and explain exactly
how the TCRA "demonstrates the significant excess costs
incurred."

RESPONSE : TEP requested an extension firm the Commission Stay until January 21,
2008.

SUPPLEMENTAL
RESPONSE: 8.

f.

c.

b.

At various times, Ms. Kissinger has general conversations with the
three PWC audit partners who have been on our account since
1999: Tom McGuinness, Steve 'Kitson anti' Mike Gerhardt,
regarding generally what would be required to "go back on FAS
71" for the generation operations. In those conversations I was
told that there is no "black and white" answer as to what is
required to "go back on FAS 7l." Each case requires a detailed
analysis of the unique facts and circumstances. There was no
generic guidance they could give me. They did indicate that the
California utilities which went off FAS 71 and then back on had
regulatory "balancing accounts" for virtually all significant line
items in their income statements when they went back on FAS 71 .8
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These were generic, theoretical conversations, no documentation
exists regarding these conversations.

There are a number of complex cdeulations required to respond to
this section, thus TEP is in the process of gathering this
information and will Provide the response to this data request
shortly.

The requested documentation was previously provided in response
to STF 1.25. The accounting that was performed to record the
implementation of FAS No. 143, including the recognition of
income, the creation of the ARO and corresponding ARO asset,
and all subsequent accounting that has since been performed, was
that required under the Standard, in accordance with Generally
Accepted Accounting Principles.

d.

i i

Please see STF-14-15 (d) on the enclosed CD for a spreadsheet
listing the rates used for accruing book depreciation on the
Company's Generation assets prior to and alter adopting FAS No,
143 on January 1, 2003. The rates used to depreciate generation
assets prior to their becoming deregulated, concurrent with going
off of FAS No. 71 iN 1999, were established in Decision No.
59594 March 29, 1996). Subsequent thereto, depreciation rates
for certain generation assets were changed four times.

b.

c.

In the second quarter of 2002, TEP changed its depreciation rates
to reflect increased estimates of the useful lives from 40 to 60
years for its Sundt Generating Station gas-fired units and from 25
to 40 years for its internal combustion turbines. With the adoption
of FAS No. 143 in` January 2003, new ARO assets were
established and rates for their depreciation, reilecdng expected
service lives, were implemented. During 2004, TEP engaged an
independent third party to review the economic estimated useful
lives of its owned generating assetsin Springerville. Based on that
information, combined with plant life information provided by the
operators and participants of the joint generating plants in which
TEP participates, new. depreciation rates reflecting service life
extensions ranging from ll to 22 years were implemented in July.
Finally, during the second quarter 2005, a study requested by the
participants in the San Juan Generating Station was completed that
indicated an economic useful life changed from previous estimates.
As a result, new depreciation rates reflecting an extension of the



Attachment RCS-5
Page 21 of 154

TUCSON ELECTRIC POWER CO1VIPANY'S
RESPONSES TO STAFF'S

FOURTEENTH SET OF DATA REQUESTS
DOCKET no. E-01933A-07-0402 et al.

January 18, 2008

estimated useful life from 40 to 60 years were implemented April
1, 2005 .

The most recent depreciation rate order was that described in (d)
above.

f. The table below demonstrates the excess costs incurred. It is based
on the TCRA calculation appearing as Exhibit KCG-1. The TCRA
calculation derives from Schedule A-1 from TEP's 2004 Rate
Review, attached as STF-14-15 (n, Bates No. TEP(0402)027613,
on the enclosed CD. This 2004 Rate Review Schedule A-l at line
6 demonstrates an operating income deficiency prior to tax gross
up of $67,233 for 2003. Using the methodology and percentages
in KCG-1, the excess of expense for years 2003 through 2007
amounts to $363 million.

60005)

$67233

M 4 5 .117

$89L922. $72,579 $75991

Told

857zs

1.04 1.047

opeaingimmeoaiaew/furztmua

perlitne.smeaueA1.2004aene.ie~

I=.pply%1mmepa-sms: men

Yezl'yE1an&d6p8Ee $67.253 sas:-v2

was
s7zsf9 av-asm

me
$78,118 $363844

RESPONDENT I Carl Dabelstein (c, d and e)
KarenKissinger (a and f )

wiTnEss : Karen Kissinger

S ECOND
S UP P LEMENTAL
RESPONSE : b.

e.

In order to provide calculations that would approximate the
hypothetical "what ii" differences between "on FAS 71" and ¢¢o8
FAS 71," we made assumptions and used simplistic approaches,
such as using simple averages, ignoring taX"-e£fect etc. We
assumed that we still had a rate freeze during 2000 - 2007 and that`
there would have been no rate changes, chaNges to 'depreciation
rates, etc. during that period. We assumed no changes in rate
raiding treatment. We ignored the TRA. We have focused on the
resulting impact on financial statements that would have been
prepared in accordance with generally accepted accounting
principles. We have tried to indicate our assumptions and
linnitations to help the reader understand the judgments we have
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made. We have made a good faith effort in identifying and
providing reasonable calculations to estimate the impact on various
financial statement line items which would provide the essence of
the difference between being "on FAS 71" and "off FAS 71".
Please see STF-14-15 (b) (Summary ON and OFF FAS 71
differences) on the enclosed CD for a summary. The Excel 51e is
not identified by Bates numbers.

Items written 08 in 1999 as a result of discontinuing the
application of FAS 71 to generation operations. See the
response to STF 1.25 (a), This gain is comprised of $31.4
million of ITC recognized offset by $14 million of costs
for property tax .differences and deferred losses on emission
allowances. The $14 million of costs would not have
reversed during the period The $31.4 million of TIC
would have amortized over the period not longer than 2000
through 2005 had the Company continued to apply FAS 71
to generation operations.

Financing Costs: Please see the ICRA discussion in
response to LA 11.51 and in Ms. Kissinger's Direct
Testimony dated July 2, 2007.

San Juan Coal Buyout: Please see the discussion in Ms.
Kissinger's Direct Testimony dated July 2, 2007 and the
response to STF 11.23.

Sundt Cod Contract Buyout: Please see the discussion
in Ms. Kissinger's Direct Testimony dated July 2, 2007 and
the response to STF 11.22.

FAS 143: Please see the discussion 'm Ms. Kissinger's
Dilrect Testimony dated July 2, 2007 and the response to
STF 1.25 (b).

Pension Costs: If  we had been "on FAS 71" for
generation in 2006, we would have recorded an additional
$17.5 million to regulatory assets under FAS 158. Instead,
under "off FAS 71," we recorded a decrease to Other
Comprehensive Income of $10.5 million (after-tax). See
the supporting workpapers tiled in response to STF 11.21.
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Depreciation: The following assumptions were used:

TEP made the following changes to depreciation rates since
1999 :

1 . Peaked Turbineswere added atDeMoss Petrie and
North Loop in 2002.

A joindy owned base load gas turbine was added at
Luna in 2006.

3. The various lives of the steam generation stations
were extended in 2002, 2004 and 2005 .

TEP adopted FAS 143 for legal find cost of
removal obligationsas oflanuary 1, 2003.

l a

The existing rates at the time of the rate freeze included the
following components :

Each generation unit had its own distinct remaining
life.

Each generation unit had a provision built into the
depreciation calculation that provided for final cost
of removal.

To simplify the calculation, the following approach was
used:

An average straight line depreciation percentage for
steam generation and other production was derived
from the average cost and actual depreciation
reported on the FERC Form 1in-2001 prior to any
changes to depreciation rates.

2.

4.

2.

2.

1 .

1 .

The average rate was applied to the average asset
balances reported on subsequent FERC Form 1
reports.
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Difference are attributable to :

1 . Longer remaining lives used for newer gas turbines.

Extended lives for generating stations.

Discontinuance of the final cost of removal
component of depreciation expense due to FAS 143 .

Please see STF 14.15 (b) (Depreciation of3IFAS 71), Bates
Nos. TEP(0402)030761 to TEP(0402)030790 on the
enclosed CD, as wet] as STF-14-15 (b) (FAS 71
Differences depreciation) for the supporting calculations.
The Excel file on the enclosed CD isnot identified by
Bates numbers . I

AFUDC: For "On FAS 71" plant assets we follow the
FERC calculation for AFUDC. For "Off FAS 71" plant
assets, we follow FAS 34. Please see STF-14-15 (b)
(Capitalized Interest - Generation on 08 F71) for the
supporting calculations. The Excel file on the enclosed CD
isnot identified by Bates numbers.

Derivatives - Marked-to-Market: Please See STF-14-5
(b) (STEP-Derivadves MTM Impact) on the enclosed CD for
the supporting calculations. The Excel file on the enclosed
CD isnotidentified by Bates numbers.

Capital Leases and Springerville Unit 1 Allowance: We
have tried to provide a simplified analysis regalrdiing the
lease and Springerville Unit 1 treatment "on" and "off"
FAS 71. The attached numbers are primarily derived from
the lease schedules and original amortization schedules
from 1992. Consequently, if we had not gone off FAS 71
in November 1999, the resulting numbers may have varied
firm the numbers used in this analysis. Therefore, the
attached analysis has limitations.

The following are the assumptions used in the attached
analysis; limitations are also included:

2.

3.
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November and December 1999 are excluded as it
would only be 2 months.

The original Springerville Unit 1 Allowance
amortization schedule is used. Thus, the following
have not been considered:

O Increased capacity of Springerville  Unit 1.

o Changes in non-ihel costs of Springexville
Unit 1.

O Decrease for June 2006 Springerville Unit
lease modification.

TRA amortization is not considered.

The original 1992 lease amortization schedules are used.
Lease modifications: (Springerville Unit 1 in June 2006 and
Springerville Coal Handling Facilities in March 2002) have
been incorporated into the lease schedules.

See the following attached schedules on the enclosed CD
STF-14-15 (b) (SPILEAS original 92 adjusted for June
2006 lease mod), STF-14-15 (b) (TEP 06 Response
STF14.15.b capital lease exp on and off F7l), STF-14-15
(b) (1992 Original Lease Schedule Sundt Unit 4), STF~14-
15 (b) (SP Coal Hdlg Lease 2015 adjusted for March 2002
lease change) and STF~l4-15 (b) (Original 92 Common
Lease Schedule) on the enclosed CD for the supporting
calculations.

RES P ONDENT: Diane Grant, Patti McKee, Carl Dabelstein, Maya Liddell, Ann Eckert,
SusanCharger,Linda Joyce and DawnSabers

w1Tn Es s ~ Karen Kissinger

.»
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LA-21-1 a Depreciation rate changes. Refer to the Company's supplemental response to
data request STF 14.15(d). Please provide a complete copy of the depreciation
study related to each of the following:

3. TEP's depreciation rates that were established in Decision No. 59594.
Per TEP's supplemental response to STF 14.l5(d): "The rates use to
depreciate generation assets prior to their becoming deregulated,
concurrent with going off of FAS No. 71 in 1999, were established in
Decision No. 59594 (March29, 1996).

b. The new depreciation rates TEP implemented on April 1, 2002.

The new depreciation rates TEP implemented on January 1, 2003 .

d. The new depreciation rates TEP implemented on July 1, 2004.

The new depreciation rates TEP implemented on April 1, 2005 .

For each of the new depreciation rates addressed in items b, c, d, and e,
were such rates approved by the Commission Staff? If so, please
provide the related documentation and evidence of such approval. If not,
explain fully why not.

For each of the new depreciation rates addressed in items b, c, d, and e,
did TEP request Commission Staff approval of such rates? If not,
explain fully why not. If so, please provide the information that TEP
provided to Stab related to TEP's request for approval,. and all other
correspondence that TEP maintained related to such approval.

RESPONSE : 8. This study Was previously provided in response to STF 1.4.

Please see LA-21-1 (b), Bates Nos. TEP(0402)031207
TEP(0402)31213, on the enclosed CD for a copy of the 2002 sandy.

tO

e.

f.

b.

c.

g.

c. To be clear, existing depreciation rates did not change as of January 1,
2003. With the adoption otlFAS 143 as of January 1, 2003, a new plant
account was added to the Company's general ledger, in accordancewith
the requirements of FERC Order No. 631. Electric Plant Account No.
317, Asset Retirement Costs for Steam Production Plant was established
to reflect the initial present value of iiuture asset retirement obligations
recorded under FAS 143 as of the date that each such obligation
originated Such Asset Retirement Obligation ("ARO") assets . are
required to be depreciated on a straight-line basis over the period
beginning Mth the initial ARO obligation and concluding with the
settlement of that obligation. Depreciation on Acct. 317 commenced
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with the adoption ofFAl 143. The details underlying the rate being used
for depreciation are contained in the FAS 143 materials provided in
response to previous data requests.

d. This study was already provided in response to STF 1.1 l .

Please see LA-21-1 (e), Bates Nos. TEP(0402)031214
TEP(0402)031374, on the enclosed CD for a copy of the 2005 study.

tO

£ and g. Approval of the depreciation study, and the resulting rates, was
implicit when the Commission issued Decision No. 59594 (March 29,
1996), settling the Company's general rate case. Commission approval
of the subsequent changes in 2002, 2004, and 2005to the rates used for
depreciating Generation assets was not sought because Commission
Decision No. 62103 (November 30, 1999) severed the link between the
cost of  prov iding serv ice and the rates al lowed to be charged for
Generation service, thereby requiring the Company to cease app1yiI18
FAS 71 to the Generation segment of its business. Please see the Direct
Testimony of  Ms. Karen Kissinger, and responses to prev ious data
requests, for further information on that subj et.

RES P O NDENT : Carl Dabelstein

wiTnEs s :

e.

Karen Kissinger
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Supply-Side Planning
Tucson Power Production Life Extension Study
July 2002

Purpose of Study

Supply-Side Planning examined two different scenarios which looked at the economics behind maintaining our older
Tucson Power Production units versus building newer efficient units with equivalent generation capacity. The results
of the this analysis are to be used to determine the appropriate depreciation extension period that should be applied to
Irvington Gas CTs and Irvington Gas Steam Units.

Assumptions

Two scenarioswererun using PROMOD's Markewvise Dispatch logic. PROMOD dispatches each generation unit as
merchant plant into the wholesale market during the hours in which the unit is profitable, A unit's profitablily is
measured by the hourly wholesale market price less the uniTs fuel costs and variable O&M costs. Next, each unit's
annual production profit is then reduced by property taxes and estimated capital expenditures to determine a net after-
tax cash flow per year. These cash flows are discounted at the after-tax WACC of 10.2%,

The first scenario compares the cost of maintaining the existing three North Loop Turbines with approximately 73 MW
of capacity with an average heat rate of 15,000 BTU/kWh versus the cost of building and maintaining a new GE SEA
Gas Turbine (similar to the DeMoss Unit 1) with approximatdy 75 MW of capacity and an average heat rate of 12,000
BTu/kwh. The results below support the maintenance option of extending the life of the CTs :

NPV Gas Turbine Maintenance Option
NPV Gas Turbine Merchant option

NPV
15 Years

s (4,548)
s (30,954)

NPV
30 Years 30 YearERR

s (1.518) 8.3%
S (23,975) 4.3%

The second scenario compares the cost of maintaining the existing three lwington Gas Steam Units (lwington 1-3)
with approximately 265 MW of capacity and an average heat rate of 11,250 BTU/kWh versus the cost of building and
maintaining a new GE STAG 207EA - Combined-Cycle Unit with an average heat rate of 7,500 BTU/kwh. The
results below support the maintenance option of extending the life of the Irvington Gas STeam units :

NPV IRV 1-3 Maintenance Option
NPV Combined-Cycle Merchant Option

NPV
15 Years

$ 7,842
s (61 .004)

NPV
30 Years 30 Year ERR

s 35.937 232%
s 4,131 10.7%

Conclusions

Given the current forward market positions and TEP's confidence in its ability to continue to operate and maintain these
older units, extending the life of the existing units is the least-cost alternative for both the lwington Gas Steam Units and
Tucson Power Producion Combustion Turbines for the next 20-30 years.

g

TEP(0402)031207
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Generation Life Extension
General Discussion
There is significant statistical data available to establish that steam generating units last for more than 40
years. In North America, there are over 100 steam/coal units and 85 steam/gas units in the 50 -75 year age
range that are still in service. Statistical historical data alone is not the best predictor of expected useful
life. According to the valuation expert from Marshall and Steve fs who testified in the i990 rate case
"electric generating units are seldom if ever retired for physical reasons or because of age. They are retired
for reasons of inadequacy, obsolescence, relative fuel economics, inability to comply with environmental
requirements and pollution regulations or for other nonphysical reasons."

For tax certificates related to bond issuances, TEP has certified that we expect the generating facilities at
Navajo and San Juan to last at least 60 years. Included in these certificates is the statement that TEP "is not
aware of any regulatory, technological or contractual developrnent...that is expected to materially effect the
period during which the generating units...will remain in service." For Springerville, M similar tax
certificate guarantees a life of at least 40 years for Springerville and a life of 60 years for the Irvington
facility. According to Kent Grant, TEP was conservative on the estimated life of Springerville to be
consistent with the lives used for rate cases. All three certificates contain examples of other fossil fuel
generating plants across the country that have been in operation at least 60 years.

Several items need to be taken into consideration that are unique to each plant site. The Navajo and Four
Comers sites have related land leases with the Navajo Nation that may place limits (or expand) the lives.
For Four Comers the original lease term ends in 2016 with an extension option to 204 I . The lease for the
Navajo site has an original term to 2019 with an extension option to 2044. Discussions with Tom
Delawder and Don Gin indicate that these are very valuable sites since they are relatively lowcost
generation and it would be unlikely that TEP and the Navajo would not extend the leases through to the end
of their extensions. They also believe that related fuel and water contracts would be extended also. This
would bring the sites potential lives out to 75 years. APS has assigned a 90% probability of extending the
leases at Four Corners in their analysis. APS is currently depreciating the site using the extended life. SRP
has not yet started their analysis. They are currently using 30 years for Navajo for book purposes.

The Irvington site is unique from all the other generating sites because of the need to have local generation
for reliability. Sam Minter's testimony in the 1990 rate case indicates that Irvington provides "four major
services for TEP's electrical system:

l. Electrical energy for use by TEP's customers,
2. Spinning reserve for the sudden outage of other generating facilities or EVH transmission lines,
3. Regulation for changes in TEP's load and
4. Voltage support and regulation to the Tucson area during normal and transient system conditions
and following outages of transmission facilities."

He indicates that alternatives to meet these needs would have much higher costs than maintaining the local
generating facilities and would drop the level of reliability to unacceptable levels. Tom Delawder agreed
that TEP would always need some level local generation and that Irvington would be kept operational until
it became economically not feasible to run the units. TEP owns the Irvington property outright so there are
no lease constraints to consider, Mike Sheehan's analysis has indicated it would be prudent not to exceed
60 years with Irvington gas units since it is expected it would become more economic to replace the gas
units with newer technology at that time.

TEP has a land lease/patent with the State of Arizona for the Springerville land site. The overall lease
expires in 2053, however the parcels that the generating plant is on will not expire until there is "the
permanent discontinuance of use of said property for the purposes of generating electricity or related
activities." The facility does have related coal and water use leases that have less than 40 year lives but it is
expected that these will be renewed for as needed. The lives of the current Springerville units may be
influenced by whether or not units 3 &4 are built- The resulting economies of scale may make it
economically beneficial to Mn the existing units for a longer period than currently expected if the
additional units are built.

TEP(0402)031208
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For gas turbines TEP has been using a useful life of25 years, Since the older turbines have already been in
service for 25 years, Mike Sheehan recently completed a study of the economics of continuing to maintain
the current units for the next ten years or replace them, Based on the resulting economics, Tom Delawder
has indicated that he believes that we will continue to use these older turbines for 15 additional years. He
also indicated that he felt that the longer 40 year life would be applicable to the newer turbines at DeMons
and North Loop.

All capital leased items have been excluded from this analysis because they are being amortized over the
life of the leases.

Options

2.

It is clear from reviewing the documents, that TEP expects it to be economically feasible to run the
steam generating facilities for at least 60 years and the smaller gas turbines for at least 40 years. This
should be a relatively safe option.
The original lease term for the Navajo and Four Comers leases is for 50 years from the date of
signing. Since the sites were put into service within three to five years alter the date of the leases, this
would give them a minimum expected life of45-47 years. This would appear to be a conservative
approach.
The most aggressive approach would be to assume that TEP and the Navajo Nation would agree to
extend both leases for the total available extension period. This would extend the lives of the sites out
to 70-73 years.

3.

1.

TE P(0402)031209
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Ge ne ra tion Life  Exte ns ion
General Discussion
According to the valuation expert from Marshall and Steve fs who testified in the 1990 rate case over "the
past 40 years there has been a steady retirement of older plants as their service life has ended or as newly
strengthened interconnections made them uneconomic to operate, .lrnproving technology along with
favorable economic and regulatory conditions resulted in the construction of larger more economic units
and the retirement of the smaller uneconomic units." The Utility Data Institute compiled and published an
inventory of retired steam plants. The average age of retired the plants over 75 megawatts from the study
was 37 years with a range of 22-49 years. However, the expert went on to testify "electric generating units
are seldom if ever retired for physical reasons or because of age. They are retired for reasons of
inadequacy, obsolescence, relativefuel.economics,.inability.to.comply.with environmental requirements
and pollution regulations or for other nonphysical reasons." He goes on to say once a generating unit
becomes uneconomic to use for base load, they are ohm left in service for peaking or reserves. For these
reasons, the statistical historical data is not the best predictor of expected useful life.

For tax certificates related to bond issuances, TEP has certified that we expect the generating facilities at
Navajo and San Juan to last at least 60 years. Included in these certificates is the statement that TEP "is not
aware of any regulatory, technological or contractual developments, ..that is expected to materially effect
the period during which the generating units...wili remain in service." For Springervilie, the similar tax
certificate guarantees a life of at least 40 years for Springerville and a life of 60 years for the Irvington
facility. According to Kent Grant, TEP was conservative on the estimated life of Springerville in case this
data became available to interveners for use in a rate case. All three certificates contain examples of other
fossil fiiel generating plants across the country which have been in operation at least 60 years.

Several items need to be taken into consideration which are unique to each plant site, For the Navajo and
Four Corners sires there are land leases with the Navajo Nation which may place limits (Or expand) the
lives. For Four Comel's the original lease term ends in 2016 with an extension option to 2041. The lease
for the Navajo site has an original term of to 2019 with an extension option to 2044. Discussions with Tom
Delawder and Don Gin indicate that these are very valuable sites since they are relatively low cost
generation and it would be unlikely that TEP and the Navajo wouldnot extend the leases through to the end
of their extensions. This would bring their potential lives out to 75 years. APS has assigned a 90%
probability of extending the leases at Four Comers in their analysis. They are currently depreciating the
site using the extended life. SRP has not yet started their analysis. They are currently using 30 years for
Navajo for book purposes.

The Irvington site is unique from all the other generating sites because of the need to have local generation
for reliability. Sam Minter's testimony in the 1990 rate case indicates that Irvington provides "four major
services for TEP's electrical system:

l. Electrical energy for useby TEP's customers,
z. Spinning reserve for the sudden outage of other generating facilities or EVH transmission lines,
3. Regulation for changes in TEP's load and
4. Voltage support and regulation to the Tucson area during normal and transient system
conditions and following outages of transmission facilities."

He goes on to say that alternatives to meet these needs would have much highercosts than maintainiNg the
local generating facilities and would drop the level of reliability to unacceptable levels. Tom Delawder
agreed that TEP would always need some level local generation and that Irvington would be kept
operational until it became economically not feasible to run the units. TBP owns the Irvington property
outright so there are no lease constraints to consider. Mike Sheehan has indicated not go beyond 60 years
with Irvington since it is expected that sometime in the next 20 years it would become more economic to
replace the gas units with newer technology .

TEP has a land lease/patent with the State of Arizona for the Springerville land site, The overall lease
expires in 2053, however the parcels that the generating plant is on will not expire until there is "the
permanent discontinuance of use of said property for the purposes of generating electricity or related
activities." The facility does have related coal and water use leases which have less than 40 year lives but it

TEP(0402)031210
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is expected that these will be renewed for at least the 40 year period. The lives of the current Springerville
units are expected to be influenced by whether or not units 3 & 4 are built. The resulting economies of
scale may make it economically beneficial to run the existing units for a longer period than currently
expected if the additional units are built.

For gas turbines TBP has been using a useful life of 25 years. Since the older turbines have already been in
service for 25 years, Mike Sheehan recently completed a study of the economics of continuing to maintain
the current units for the next ten years or replace them. Based on the resulting economics, Tom Delawder
has indicated that he believes that we will continue to use these older turbines for 15 additional years, He
also indicated that he felt that the longer 40 year life would be applicable to the newer turbines at DeMoss
and North Loop.

All capital leased items have been excluded from this analysis because they are being amortized over the
life of the leases,

TEP(0402)031211
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Generation Life Extensions

Tra d itio n a lly
Used conservative 40-year life-industry standard for steam generation.
Used 25-year life for gas turbines.

Research
Turbines
•

o

Cost bene fit ana lys is  by Mike  Sheehan indica ting a t leas t 10 more  yea rs
for Irvington ga s  turbine s .
Approva l from Tom De la wde r to a pply 15 ye a r e xte ns ion to a ll ga s
turbine s .

•

•

•

•

•

Steam Generation
Industry Statistics 185 gas/coal steam units currently in service between
50-75 years of age.

• Tax certificates agreed to by Butch Rule indicating 60-year life for steam.
1 Conversations with Tom Delawder and Don Gin indicating will use sites

indefinitely, as long as economically feasible. Similar data in expert rate
case testimony.
Land leases with Navajo for Four Corners and Navajo sites with 50-year
term and 25 year extension.
Conversation with Don Gin that TEP would extend leases but not with
certainty.
Contact with APS on life for Four Corners-currently using extended 75-
year life. .
Contact with PNM and SRP on Navajo and San Juan-still using approx.
40-year life.
Cost benefit analysis from Mike Sheehan indicating that at die end of 60
years, technology and fuel pricing could make Irvington gas units
obsolete.

•

Conclusions
Extend gas turbines to 40-year life.

June implementation savings approx. $174,000/mo.
April implementation savings approx. $172,000/ mo. but pick up Apr and
May.

•

•

TEP(0402)031212
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•

Extend Steam to 60 years with Four Corners and Navajo 50 years
June implementation savings approx. $1,434,000/ mo. incl. Springerville
Unit 2 and $973,000 exe. Springerville.
April implementation savings approx. $1 ,430,000/ mo. incl. Springerville
Unit 2 and $969,000 but pick up Apr and May.

•

Other Options Considered
Extend all Steam to 60 years
• $1 ,648,000 incl. Springerville Unit

•

June implementation savings approx.
2 and $1,187,000 exe. Springerville.
April implementation savings approx. $1,638,000/ mo. or $1,180,000.

Extend Four Corners and Navajo to lease end (75 years)
June implementation savings approx. $1 ,711,000 incl. Springerville Unit
2 and $1,250,000 exe. Springéfville.
April implementation savings approx. $1 ,709,000/ mo. or $1,247,000•

Follow Up
•

•

Discuss water supply and environmental concerns related to coal
generation sites.
Coordinate with other participants on shared sites. Depreciation life
should be in line with ARO life.

De cis ion
• Extend gas turbine lives to 40 years effective April l. Will increase

depreciation expense by $l72,000/ mo. and $1 ,548,000 for the year.

• Extend the lives of the gas steam units at Irvington to 60 years, effective
April 1. Will increase depreciation expense $182,000/mo. and
$1 ,638,000 for the year.

• Other lives will be re-evaluated as work completes for the asset
retirement obligation FASB .

TEP(0402)031213
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Description Acct.

Steam Production:

Four Corners Unit 4 -

311

312

314

315

316

317

Four Comers Unit 5 -

311

312

314

315

316

317

1
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TUCSON ELECTRIC POWER COMPANY'S
RESPONSES TO STAFF'S

TWENTY FIRST SET OF DATA REQUESTS
DOCKET no. E-01933A-07--402 et al.

February 1, 2008

LA-21-9. Depreciation. For each month, January 1, 2002 through December 31, 2006,
please identi fy and l ist ,  by Plant and account, each balance to' Which"TEp
applied the depreciation rate that was established in Decision No. 59594, and the
new revised depreciat ion rates that TEP begin applying to such account on
4/1/02, 1/1/03, 7/1/04 and 4/1/05, respectively:



Navajo Unit 1

311

312

314

315

315

317

Navajo Unit 2 -

311

312

314

315

315

317

Navajo Unit 3 -

a11

312

314

315

316

317
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TUCSON ELECTRIC POWER COMPANY'S
RESPONSES TO STAFF'S

TWENTY FIRST SET OF DATA REQUESTS
DOCKET no. E-01933A.07-0402 et al.

February 1, 2008



Navajo Common -

310

311

312

315

316

San Juan Unit 1-

311

312

314

315

318

317

San Juan Unit 2 -

311

312

314

315

316

a17

San Juan Common -

312
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TUCSON ELECTRIC POWER COMPANY'S
RESPONSESTO STAFF'S

TWENTY .FIRST SET OF DATA REQUESTS
DQCKET no. E-01933A.07--402 et al.

February 1,2008



Springerville Unit 1

311

312

314

315

316

Springerville Unit 2 -

311

312

314

315

316

Springerville Unit 1 Common -

310

311

312

314

315

316

Springewille Unit 2 Common -

310
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TUCSON ELECTRIC POWER COMPANY'S
RESPONSES TO STAFF'S

TWENTY FIRST SET OF DATA REQUESTS
DOCKET no. E-01933A-07-0402 et al.

February 1, 2008



311

312

314

315

316

Springerville Coal Handling -

312

Sundt Unit 1

311

312

314

315

315

Sundt Unit 2 -

311

312

314

315

316

Suradt Unit 3 -

311

4
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TUCSON ELECTRIC POWER COMPANY'S
RESPONSES TO STAFF'S

TWENTY FIRST SET OF DATA REQUESTS
DOCKET NO. E-01933A-07-0402 et al.

February 1, 2008



312

314

315

316

- Sundt Unit 4 -

311

312

314

315

316

Sundt Coal Conversion -

311

312

314

315

316

Sundt Coal Handling -

312

315

Other Production

Demoss Petrie Gas Unit 1 -

Attachment RCS-5
Page 40 of 154

TUCSON ELECTRIC POWER COMPANY'S
RESPCINSES TO STAFF'S

TWENTY FIRST SET OF DATA REQUESTS
DOCKET no. E-01933A-07-0402 et al.

February 1, 2008



341

342

344

345

346

Sundt Gas Unit 1

341

342

343

344

345

346

Sundt Gas Unit 2 -

341

342

343

344

345

346

North Loop Gas Unit 1

341

343

x
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TUCSON ELECTRIC POWER COMPANY'S
RESPONSES TO STAFF'S

TWENTY FIRST SET OF DATA REQUESTS
DQCKET no. E-01933A-07--402 et al.

February 1,2008



344

345

346

North Loop Gas Unit 2 -

a41

343

344

345

346

North Loop Gas Unit 3

341

343

344

345

346

North Loop Gas Unit 4 -

M 1

342

344

345

346
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TUCSO N ELECTRI C PO WER CO M PANY'S
RESPONSES TO STAFF'S

TWENTY FI RST SET O F DATA REQ UESTS
DQCKET no. E-01933A-07-0402 et al .

February 1, 2008
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TUCSON ELECTRIC POWER COMPANY'S
RESPONSES TO STAFF'S

TWENTY FIRST SET OF DATA REQUESTS
DOCKET no. E-01933A-07-0402 et al.

February 1, 2008

RES P ONS E: TEP objects to this data request, as it is unduly burdeNsome and would require
the full-time dedication of one employee to this project for approximately three
weeks. Without waiving its objections, TEP answers as follows :

In essence, Staff is asking that TEP recompute its monthly depreciation accnials
for the period of 2002 through 2006; this is 60 months. TEP computes
depreciation based on the average of the beginning and ending plant balances in
each category each month, thus TEP utilizes 120 monthly amounts and 134
Generation depreciation cost categories. This recomputation is tantamount to
approximately 16,000 separate calculations. Computing depreciation provisions
is a highly complicated and time-consuming process and, given this volume of
computations, TEP makes these computations in its Fixed Asset System instead
of manually. To attempt to replicate these' Calculations manually'is'highly
impractical.

RES P ONDENT: Carl Dabelstein

WITNES S : Karen Kiss inge r
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ADIT .- The ADIT is calculated as the balance of the deferred gain at the end of
the test year times the tax rate.

36) Moratorium Reduction/Lease Expense:

a. Description ... TEP is involved in four major leases, Springerville Unit l,
Springewille Common, Springerville Coal Handling, and Irvington Unit 4. For
Books, these are treated as capital leases, but both rates and tax treat the leases as
operating leases. Ratemaking uses a straight line basis to determine lease expense
while tax uses actual cash payments. During the financial restructuring of the
Company in the early 1990s, no lease payments were made during the
moratorium period (February 1990 through December 1992). The amounts were
restructured into the new lease agreements tobe amortized over die life of the
respective leases beginning in 1992. Tax deducted lease expense during the
moratorium period. As a result, Tax reduces cash lease expense by moratorium
amortization for the period. Lease expense related to Springerville Unit l is
excluded for ratemaldng.

TEP purchased a portion of the SGS Common Lease Debt Equity in 200 I
(Hubbell). The asset is not included in rate base and lease expense for both rates
and tax is calculated as if the Hubbell transaction had not occurred. A similar
transaction occurred in 2006 for the SGS Unit l lease (Comcast), but as described
above, SGS Unit 1 lease expense is excluded.

Schedule M - The schedule M is calculated as the difference between the straight
line and cash lease expense, net of moratorium amortization. Since activity
related to Unit l is not included in the case, no schedule M is calculated for this
lease.

ADIT - ADIT is calculated as the difference between the balance of the lease
obligation under the straight-line and cash methods (adjusted for moratorium
reductions), times the tax rate. ADIT related to the Unit l lease is excluded from
rate base.

I

37)Pension : ii

I
i
2

i

8
E
r

E
:
!
a
i

E
I

a. Description - For book purposes, the net periodic benefit, as actuarially
determined, is charged to expense throughout the year. For tax purposes, the
actual contributions to the plan are deductible. Contributions are deemed to have
been made to the plan as of its year end if they are made before the due date of the
Federal income tax return. Some pension expense is capitalized to construction
work in process. Book and tax capitalize pension expense at the same rate. For
ratemaldng, pension expense is computed the same as it is for books with
adjustments for the most recent actuarial information. In addition, pension
expense allocable to Springerville Unit l is excluded.

b. Schedule M ... When TEP's balance sheet accounts for pension regulatory
deferrals, pension liability, arid pension other comprehensive income (GCI) are
combined the company is in a prepaid position. In prior rate cases TEP was not
allowed to include prepaid pension in rate base. As a result no schedule M is
included in the calculation of current and deferred income taxes.

a

f.5
1

G1\TAXSV(l8\Rate Cases\TEP\l2-31-06 Test Ycar\Non Plant Sch Ms and ADIT Memo.doc

3
i
l
t

c.

b.

c.

TEP(0402)003252
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TUCSONELECTRICPOWER COM1'ANY'S
RESPONSESTO STAFF'S FIRST SET

OF DATA REQUESTS
DOCKET nos. E-01933A-07-0402et al.

November 16,2007

STF 1.122 Other Deferred Credits. Refer to Schedule E-1. Please identify each item
included in Other Deferred Credits on the Company's balance sheet for
each month of the test year and each month subsequent. For each item,
please indicate whether it has been accounted for in rate base for the test
year. If an item has not been accounted for in rate base in the test year,
please provide a brief explanation of why not.

RESPONSE : TEP is in the process of gathering this information and will provide the
response to this data request shoddy,

SUPPLEMENTAL
RESPONSE : Please see STF 1.122, Bates Nos. TEP(0402)020041 to

TEP(0402)020042, on the enclosed CD for a breakdown of Other
Deferred Credits.

In the list provided in STF 1.122, two items are included as reducions of
test year rate base. These items are the Asset Retirement Obligation credit
balance of $4,495,821 and the Microwave Equipment credit balance of
$2,327,484.

The remaining items in the list provided in STF 1.122 have not been
included in the test year rate base because they do not represent fids that
have been collected from ratepayers.

RESPONDENT: Amy Teller and Janet Zauidenberg-Schrmnn

WITNESS: Karen Kissinger and Dallas Dukes
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TUCS ON ELECTRIC P OWER COMP ANY'S
RES P ONS ES  TO S TAFF'S

FOURTEENTH S ET OF DATA REQUES TS
DOCKET no . E-01933A-07-0402 e t a l.

J anuary 14, 2008

STF-14-30. Other Deferred Credits. Refer to the response to STF 1.122. Please
indicate exactly where the reductions to rate base in the amounts of
$4,495,821 and $2,327,484 for Asset Retirement Obligations and
Microwave Eqiulpment, respectively, are reflected on Schedule B-1 .

RES P ONS E: Please see Schedule B-1, Line 8. The total of $6,823,000 (rounded to the
thousands) is the sum of the $4,495,821 and $2,327,484 for the Asset
Retirement Obligations and Microwave Equipment.

RESPONDENT : Janet Zaidenberg-Schrum

WITNESS : Karen Kissinger
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ADIT .- Since prepaid pension is not included in rate base, the ADIT associated
with prepaid pension is excluded from rate base. Since OCI is not included in
cost of service or rate base calculations, Minimum Pension Liability ADIT is
excluded from rate base as well.

38)Property Tax:

a. Description .-. For book purposes, generation property taxes are calculated on an
accrual basis while T&D taxes ah calculated on a cash basis method. For tax
purposes, both business units are on an accrual basis. For ratemaldng, property
taxes are recalculated based on property infonnation as of the end the test year.
No consideration is given to the timing of the property tax payments. Therefore,
ratemaking is also on an accrual basis for all business units

b. Schedule M - Since there is no ratemaldng/tax timing difference, no schedule M
is required

ADIT - Since there is no ratemaldng/tax difference, the ADIT recorded for this
book/tax timing difference will be excluded from rate base

39) Rabbi Trust

a. Description - TEP has a deferred compensation plan and for Books, compensation
expense is recorded at the time of each deferral and the obligation under the plan
is recorded as a liability. Subsequent market value changes in the deemed
investments are also recorded to compensation expense and to the liability. For
tax purposes, no deduction is allowed until the deferred amounts are recognized in
the income of the deferring employee. Ratemaking treatment is the same as it is
for books

b. Schedule M - The schedule M is calculated as the difference between the book
and tax expense

c. ADIT .- ADIT is calculated as balances in the Rabbi TruSt°asls<8` and liability
accounts adjusted for cash contributions times the tax rate

40) Reclamation Costs - San Juan/Four Corners

a. Description - For books, post term reclamation costs are being accrued over the
remaining life of the coal supply agreements for San Juan and Four Corners. For
tax purposes, these expenses are not deductible until they are paid. Ratemaking
treatment is the same as it is for books

b. Schedule M - The schedule M is calculated as the amount of reclarnation costs
included in test year expenses

c. ADIT - ADIT is calculated as the reclamation liability times the tax rate

4 l )Regulatory Asset Amortization

a. Description - For ratemaking, a regulatory transition asset has been included in
rate base. The asset is being amortized over 4 years, therefore Vt of the asset has
been included in the cost of service calculation. The asset is made up of the
following items

G:\'IIAXSVLIS\Rate Cases\TEP\l2-31-06 Test Year\Non Plant Sch Ms and ADIT Memo.doc

c.

c.

TEP(0402)003253



Attachment RCS-5
Page 50 of 154

ADIT Since there is no ratemaldng/tax difference included in this filing, the
ADIT recorded for this booldtax timing difference will be excluded firm rate
base.

50) UET Ren t:

a. Description -.- For book purposes, TEP has an operating lease for the UniSource
Energy Tower and expense is recognized on a straight-line basis. Tax also treats
the lease as an operating lease, but expense is recorded based an actual cash
payments. Ratemaking treatment is die same as books.

b. Schedule M ... The schedule M is calculated as the difference between the straight
line and cash lease expense.

c. ADIT .- ADIT is calculated as the balance of the deferred lease liability times the
tax rate.

51) Vacation :

a. Description - For Books, vacation expense is calculated based on vested vacation
leave. For tax purposes, no deduction is allowed until payments are made to
employees. Ratemaking treatment follows books.

b. Schedule M ._ Vacation expense is considered a "quick turnaround" item for
ratemaldng. No schedule M is required.

c. ADIT - Since Ms is a "quick turnaround" item, the ADIT recorded for this
book/tax timing difference will be excluded from rate base.

52) Voluntary Severance:

a. Description - For book purposes, voluntary severance expense is accrued based on
the present value of estimated future payments. For tax purposes, deductions are
allowed as cash payments are made or to the extent cash payments are made
within 2 % months of the end of the year. Ratemaking treatment follows books

b. Schedule M .- The schedule M is calculated as the difference between the expense
accrued and the cash payments during the test year

c. ADIT ... ADIT is calculated as the balance of the severance liability times the tax
rate

53) Arizona Enterprise Zone Credit

a. Description .- Arizona provides a tax credit to employers who increase their
average full-time employment at business locations located within enterprise
zones. The credit can be up to $3,000 per employee over a 3 year period

Tax Credit Calculation - AS year average is used to compute the credit. Credits
related to Springerville are excluded since theserelate to employees hired to run
the operations of Unit 3

54) Arizona Pollution Control Equipment Credit

a. Description .- Arizona provides a 10% tax credit up to $500,000 for pollution
control equipment placed in service during the year

G:\TAXSVCS\Rate Cascs\TEP\l2-3 I -06 Tea! Year\Non Plant Sch Ms and ADIT Memo.doc

c.

b.

TEP(0402)003257 I
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Schedule M -- Since the short term sales exclusion removes the effect of FAS 133
Derivatives from the filing, no schedule M is required.

ADIT .- Since there is no ratemaking/tax timing difference, the ADIT recorded on
the book/tax timing difference will be excluded from rate base. In addition,
since other comprehensive income is not considered in ratemaking, the recorded
OCI ADIT is excluded from rate base.

24) FAS 143 Asset Retirement Obligation - Accretion Expense:

a. Description - FAS 143 requires entities to record the fair value of a liability for a
legal obligation to retire an asset in the period in which the liability is incurred.
Over time, the liability is adjusted to its fixture value by accruing accretion
expense to account 411.10. For tax purposes, no deduction is allowed until the
retirement costs are actually paid

Schedule M - Accretion expense is not a component of cost of service so no
schedule M is required

ADIT - Since there is no ratemaking/tax difference, the ADIT recorded for this
book/tax timing difference will be excluded from rate base

25) Gain on Reacquired Debt

a Description -- For book purposes, TEP amortizes gains on reacquired debt over
the remaining term oldie debt. For tax purposes, the gain is recognized in the
year of the gain. For ratemaking, gains are amortized below the line in account
429

b. Schedule M - Gains on reacquired debt are not a component of cost of service
Therefore, a schedule M is not required for this item

ADIT - Since there is no raternaking/tax difference, the ADIT recorded for this
book/tax timing difference will be excluded from rate base

26) Grand Canyon Trust Reserve - San Juan

AL Description - TEP has accrued expenses for environmental liabilities for the San
Juan Plant. For tax, these expenses are not deductible until paid, Ratemaking
treatment is the same as books

b. Schedule M - The schedule M is calculated as the change in the balance bf the
liability

c. ADIT - ADIT is calculated as the balance of the liability times the tax rate

27)Investments - Inf com

a. Description - TEP has a common stock investment in Inf com International
Inf com sells software systems to the hotel industry. For book purposes, TEP
recognizes income or loss under the equity method. For tax purposes, no gain or
loss is recorded until TEP sells its investment. For ratemaking, income is
recorded below the line in account 421

b. Schedule M - Since this is a below the line item, a schedule M is not required

G1\TAXSVCS\Ratc Cases\TEP\l2-3 I -06 Test Year\Non Plant Sch Ms and ADIT Memo,doc

b.

c.

b.

c.

c .

TEP(0402)003249
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Tucson Electric Power Company

ADIT Lead Schedule

As of December 31, 2006
G:\TAXSVCSI~Rarc Casc§TEP\i2-3l-06 Test Ycar\A!)l.l\[ADlT Summary Schedule 2006,x)s]\ Lead

l.3C
LJE

See LE

1.31

l.3K

a c
1.31

15B
l.3K
1.3m

Sc:1.2
l.4B

Sc: 1.2

1.30 *

Account 190

Cost of Goods Sold
Customer Advances

Dividends Equivalents

FAS 106 & FAS l 12

Grand Canyon Trust Reserve - San Jaun

Long-Term Incentive Compensation
Microwave Equipment

Moratorium Reduction/Lease SL vs. Cash
Rabbi Trust

Reclamation Costs
Restricted Stock & Executive Performance Share

SERP

Stock Options

UET Lease

Voluntary Severance

Total Account 190

l.4F

Full Cost
-1,010,936

2,303,388

3 I3,265

20,497,276

277,465

242,609

921,684

8,498,51 1
1,516,838

1,014,103

902,911
2,160,185

384,931
119,536

19,946

40, 183,583

Hybrid
_1.,01'0,936

2,303,388

313,265

20,497,276

277,465

242,609

921,684

8,498,511

1,516,838
708,041

902,911
2, 160,185

384,93 l

1 19,536
19,946

39,877,522

Account 282

Net Plant ADIT

Total Account 282

Plant Section -248,222,562

-248,222,562

-233,403,675 Ar

-233,403,675

Account 283
Regulatory Asset

Lee Ranch Coal Spur

Total Account 283

L4H

1.4K
9.268.279

196.009
9.464.288

9.268.279

196.009
9.464.288

Grand Total 217.S03.266 202.990.441

Three are the only changes in  ADIT between Full Cost and Hybrid scenarios

I Lead

i

TEP(0402)002789
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TUCSON ELECTRICPOWER COMPANY'S
RESPONSES TO STAFF'S

ELEVENTH SET OF DATA REQUESTS
DOCKET no. E-01933A-07-0402 et al.

January 8,2007

LA11.4 Customer Care and Billing System. Refer to Mr. DeConcini's testimony
at page 14. (a) Please identify all costs in the 2006 test year, by account,
related to the Customer Care and Billing System. (b) Please identify the
total cost of the CC&B for 2006, and show in detail how the total CC&B
cost is allocated among TEP and other affiliates, (c) Please identify each
TEP affiliate which used die CC&B in 2006, and explain in detail the
extent and nature of the affiliate's use. (d) Please identify each TEP
affiliate which is expect to use the CC&G in 2007, 2008 or 2009 and
explain in detail the nature of each affiliate's use.

RESPONSE : (a) The 2006 costs for the Customer Care and Billing System
("CC&B"), by account, were as follows:

FERC
0404
0408

0921
0922
0925
0926

Net Amount

1 .304. 1 B6,32
38.138.59

1 .755.764.7G
296.000.04

46.388.&
459.08

157.5M.W
3.598.47226

The 2006 CC&B costs above include Labor and Depreciation

Labor and Depreciation were not included in the CC&B
normalization pro-forma because they were included in other pro
forma adjustments

(b) The total cost for CC&B in 2006 was $3,598,472.26. CC&B was
implemented at TBP in April 2006 and at UniSource Energy
Services, Inc. in April 2007. TheCC&.B costs areallocatedamong
TEP and affiliates based on the customer count in each company

(G)

(<1)

Only TEP, no affiliates,used CC&B in2006

Beginning in April 2007, both UNS Gas, Inc. and UNS Electric
Inc. began using CC&B and are expected to continue to use the
system in the future. CC&B supports the primary business
functions liSfecfbeloizv di dll tUned companies that currently use it
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TUCSON ELECTRIC POWER COMPANY'S
RESPONSES TO STAFF'S

ELEVENTH SET OF DATA REQUESTS
DOCKET no. E-01933A-07-0402 et al.

January 8, 2007

Customer information and relationship management,
including letter production, premise, landlord, contact, and
contract management,

Billing, including invoice billing, budget billing, discount
programs, and canceling/rebilling,

Meter reading, including estimation,
management,

Credit and collections, including payment arrangements,
security deposits, bad debt recovery and write-off,

Payment processing, including automatic recurring
payments, online payments, and returned payments,

Financial adjustments, including refunds and rebates (via
interface to accounts payable system),

Stop, start, and transfer service,

Field order processing, including appointment blocks,
dispatching, and priming orders;

and route

Meter Management, including non-meter devices and
equipment, inventory, stock location, and tesMg,

Rates calculation engine; and

To do list processing .- work queue management

RES P ONDENT : Michael Daranyi

WITNESS Da lla s Duke s
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TUCSON ELECTRIC POWER COMPANY'S
RESPONSES TO STAFF'S

ELEVENTH SET OF DATA REQUESTS
DOCKET no. E-01933A-07-0402 et al.

January 8, 2007

LA 11.37 PPFAC Lulita Energy Facility capacity adjustment. Refer to Mr.
Hutchens' testimony at page 41. (a) Please identify and explain all costs
recorded by TEP for Luna Energy Facility capacity costs for the 2006 test
year, by account. (b) Please identify and explain all costs anticipated to be
incurred by TEP for Luna Energy Facility capacity costs for each year
2008 through 2010 by account. (c) Please provide a comparison of the
actual costs and anticipated costs identified in parts a and b, above, with
the TEP's proposed pro forma capacity costs for the Luna Energy Facility

RES P ONS E ca) Please see LA 11.37 (a) on the enclosed CD for all non-fuel
expenses recorded by TEP for the Luna facility during the test
year. Since the Luna facility was in-service for only a portion of
the test year, the amounts recorded have also been annualized for
illustrative purposes

(b) Please see the Excel ile LA.11.37 (b) on the enclosed CD for
capacity-related costs forecasted for the period 2008 through 2010
The Excel file on the enclosed CD is not identified by Bates
numbers

(C) The actual test year costs provided in part (a) above, annualized for
a full year of service, total approximately $4 million. However
this amount does not include any return on the Company's capital
investment nor any costs related to periodic maintenance
overhauls. The Company's forecast of capacity-related costs
provided in part (b) above, which is based on the Company's
actual capital investment in Luna and Other forecasted costs, is
approximately $14 million per year. This amount is only slightly
lower than the proposed demand charge of $7 / kW / month, Or $16
million per year. Please see the response to LCG 7.22 for an
explanation of why this demand charge is being proposed

RES P ONDENT Kenton Grant

WITNESS Kenton Grant and David Hutchens
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Response to LA 11-37 (a)

Tucson Electric Power Company
Luna Energy Facility

Test Year Non-Fuel Costs as Recorded

($060$)
Test Year
Amount

Annualization
Adjustment

Annualized
Amount

Operations and Maintenance
79130 Accretion Expert 0411 Def IT Cr-Oper I
79200 Other A&G Expert 0500 Steam Prod Oper-
79200 Other A&G Expert 0546 Other Prod Oper-
79200 Other A&G Expert 0556 Sys Control/Load
79200 Other A&G Expert 0560 Trans-Oper Supv
79200 Other A&G Expert 5611 Load Dispatch-Re
79200 Other A&G Expert 5612 Load Dispatch-Mo
79200 Other A&G Expert 5613 Load Dispatch-Tr
50000 Wages 0920 A&G Salaries
51500 Materials & Sup 0921 Office Supplies/
52000 Outside Service 0923 Outside Services
52100 Outside Service 0923 Outside Services
56040 Property Insurer 0924 Property Insurant
70550 Other Pensions 0926 Pensions & Benef
78100 Injuries & Dama 0925 Injuries & Damag
79200 Other A&G Expert 0553 Mains Gen & Elem
Total

$3
1

1,727
85

6
6

13
17
0

33
21
32
87
27
12
28

$2.096 1 .333 $2,795

$234

629

Depreciation and Amortization
56550 Dear-Building/S 0403 Depreciation Exp
56650 Amort - Land Ri 0403 Depreciation Exp
56700 Depr-Machinery 0403 Depreciation Exp
56920 Amory - Asset R 0403 Depreciation Exp

Total $891 1 .333 $1.188

Taxes Other Than Income Taxes
50200 Payroll Taxes 0408 Taxes Other Than 1.333 $11

Total Non-Fuel Expense $2,995 $3,993
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Response to LA-37 (b)

Tucson Electric Power Company
Luna .Energy Facility

Forecast of Non-Fuel Cost

($000s) 2008 2009 2010

O8¢M Expense
Outage Expense

Total O&M Expense
Depreciation Expense
Property Tax Expense

Total Non-Fuel Expense

$5,502
1 ,200

$6,702
242
435

$8,379

$5,667
1,400

$7,067
211
434

$8,712

$5,837
0

$5,837
193
443

$7,473

Beg. Plant in Service
Beg. Accumulated Depreciation
Beg. Net Plant in Service
x Pre-Tax ROR

$48,891
(2,052)

$46,839
11 .55%
$5.410'

$50,920
(3,294)

$47,626
11 .55%
$5_501-~~

$53,744
(4,504)

$49,240
11.55%
$5,687Return & lHcome Taxes

Total Non-Fuel Cast $13,789 $14,213 $13,160
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TUCSON ELECTRICPOWER COMPANY'S
RESPONSES TO STAFF'S FIRST SET
. OF DATA REQUESTS
DQCKET nos.E-01933A-07-0402 et al.

November 1, 2007

STF 1.99 Injuries and Damages. State the amount of injuries and damages expense
for each of the last three years, and for the test year, by account

RESPONSE: Please see STF 1.99 (Injuries and Damages), on the enclosed CD, for a
spreadsheet 'file containing the requested information. The Excel file on
the enclosed CD isnotidentified by Bates numbers.

RES P ONDENT:

wrynEs s  :

Minas Brings

Dallas Dukes
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TUCSON ELECTRIC POWER COMPANY
DATA RESPONSE STF 1.99 INJURIES AND DAMAGES

TEST YEAR ENDING DECEMBER 31 Y 2005

BALANCE QUERY Period Name: DEC-06, DEC-05, DEC-04, DEC-03, Company: 002, FERC: 0925

Account Description DEC-03 DEC-04 DEC-05
526,551.41422,123.49 523,418.10

20,412.21
210,393.90
48,257.88

64,105.52

15,010.0B
222,313.91
24,070.00
1,353.00

7B,973.64

712.00
47,257.56

6,712.00
476.86

917.94
52,943. 14

9,109.93
425.44

10,324.67
221,403.36
20,713.94
34,517.03

130,226.30
2,360.39

41,183.18
115,55880
13,271 ,76

2.57758

50000
50100
50200
50250
51500
52000
52020
52040
52100
55000
55010
55020
56020
78000
78010
78040
78100
79010
79070
79200
79300

Wages
Incentives
Payroll Taxes
Workers' Compensation
Materials & Supplies
Outside Services-Consultants
Outside Serve-Contractor 8 Supple
Outside Services-Advertising
Outside Services-Other
Transportation Usage
Vehicles 8- Equip - Rentals
Equipment Maintenance
Telephone Usage
Officers & Directors Liability
General Liability
Workers' Compensation
injuries a. Damages
Travel
Printing 8 Mailing
Other A8rG Expense
AaG Expense Transferred

341,798.58
500,851.05

57,165.93
435.14351

9249.98

844.95543
744.73329
113,140.58
422244.33

9.85354
2.421.00

30.852.60
(7,372.16)

3.089.449.76

1.110,240.47
797.417.00
(23,883.90)
506.475.75

5.93006

Ty .. DEC-06
688,877.20

1,399.44
16,498.97

215,246.11
17,302.45

125.00
81 ,180.21

4,141 .98
481 ,019.51
37,912.92
9,659.18
5,753.12

770.30
1.066.126.52

702.73597
588,495.94
704_713.12
10.073.71

197.00
8.31999

(7,666.99)
4.63Z.881.65

27.422.40
(591 .49)

2.191 .532.G2

11.714.12
(9,481.92)

3.518.210.00
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TUCSON ELECTRIC POWER COMPANY'S
RESPONSES TO STAFF'S

FOURTEENTH SET OF DATA REQUESTS
DOCKET NO. E-01933A-07-0402 et al.

January 14, 2008

S TF-14-22. Inn°ies and Damages. Refer to the response to STF 1.99 and the table
below. Please explain fully and in detail why the amounts in the
referenced accounts increased so much in the test year compared to the
prior years. In addition, why is the amount for Officers & Directors
Liability so much higher in 2005 and 2006 than it Wash1"Z003 ai1d2004?

ACG1 Description

52100 Outside Services-Other

78040 Won<ers' Compensation

78100 injuries a Damages

2003

$ 7 1 2  s

s 57,166 s

s 435,144 s

Total s 493.021 s

2004

91B $

113,141 s

422,24-4 s

535,303 $

Test Year

2005 2006

41,183 $ 481,020

(23,884) s 588,495

506,476 s 704,713

523,775 s 1,774,229

RES P ONS E : Please see STF-14-22 on the enclosed CD for a spreadsheet File
containing the explanations for the increased test year amounts compared
to prior years. The Excel file on the enclosed CD is not identified by
Bates numbers.

RES P ONDENT : Mina Brings

Dallas DukesWITNESS:
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TUCSON ELECTRIC POWER COMPANY
DATA RESPONSE STF 14.22 INJURIES AND DAMAGES

TEST YEAH ENDING DECEMBER 31, 2006

JERY Period Name: DEC-06, DEC-05, DEC-04, DEC-03, Company: 002, FERC: 0925

Description DEC-03 DEC-04 DEC-05 TY-DEC-06

amide Services»Olher
Coded to 18310/aI|oc to 56000

712.00 917.94
745,758. 12

411183.18
874,623.98

481,019.51 A

748,685.05 915,807.16

The change from year to year is due the change in the coding location of invoices. In 2003 a. 2004 invoices
for Tucson Video Systems were coded to 18310 which is a clearing account The Clearing account was
used to allocate the expense to different TEP cost centers. It wasallocated to GL Account 56000
(Building Expense) with FERC varying (0566, 0588, 0506, 0921, 0903), based on the cost center
Amounts also varied based on the addition of security camera and equipment, and maintenance agreements
between 2004 and zoos. At the end of 2005 and continuing on in zoos. TEP has changed venders ham
Tucson Video Systems (TVS) to Pre Ventronics. Pre Ventronics offered a better maintenance and security
contract then vs, based on what was actually done for TEP. WS contract was a set amount per month
no matter what they did for TEP. WS oontrad was approximately $300k in 2004 and $178K through Sept 2005.

The new vendor contract began in October of zoos

officers a= Directors Liability 341 ,798.58 a44,956.43 1,110,240.47 1,066,126.52 B

The reason the amount for Officers and Directors Liability is higher in 2005 & 2006 compared to 2008
& 2004 is a combination of coming of of a 3 year guaranteed premium policy term, the events al 9/11 ,
collapse of Enron and subsequent claims from that, hard insurance market and increased reinsurance costs,
Also, additional layer to keep limits at $90M, since ElM decreased limits.

Workers' Compensation 57,165.93 113,140.68 (23,883.90) 588,495.94 c

78040 Summary by transaction
2004 2005 2006

60.579.26 222399.98 70)743_03

83394.48
240.000.00

70.s86.s2
288.000.00

100.99350
156.000.00

36.402.18 (133,844.94) 2a5.91a.t8

Invoices
J176 - Prepaid Insurance Prepaids
USD
J025 - Workman Comp. Expense
J030 Quarterly Workman's
Adjustment USD
J169 Accrue Worker Comp
Pensions & Benefits USD
Allocate we to SGS O&M Projects
Work Comp Credit
Misc
Adiustments/Accruals/Reversais

64.43836
(91,019.90)

(281 ,248.70)

(99,0S6.48)
(91 ,020.06)

(281 ,63B.92)

:s74.8a0.44
(91 ,019.99)

(308,964.22)

0.00
113.140.e8

0.00
(23,883.90)

0.00
588.495.94

The majority of the changes year over year is the actual Workers Comp expenses identified in
JE's, J025 and J030. The purpose of J025 is to record an estimated amount per month based on
prior year activity a Jiao is to trueup the estimated worker's compensation (J025) claims to
reflect actual activity for the quarter. TEP is self-insured for worker's compensation claims
up to $25OK per claim, so Joan records actual expense per claims. in 2004 claims were $276k
while there was a decrease in claims in 2005 to $154k and 2008 increased significantly to $445K
J189 is also affecting the change year over year and is related to J080. J169 is based upon a
Standard Loss Report provided by the administrator and designed to estimate probable future
payments based on current information about known claims
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Injuries & Damages 435,143.51 422,244.33 506,475.75 704,713.12 D

78100 Summary by transaction
2004 2005 2006

Invoices
J195Luna O & M Accrual USD
J196 FC O & M Accrual USD
J197 NV O&M Accrual USD
J198 SJ O & M Accrual USD
Misc
Adjustments/Accruals/Reversals

167,752.41
0.00

18,417.58
75,397.90

221 ,790.71

294,649.36
0.00

19,418.53
46,258.79

164,469.01

329,319.75
10,106.63
14,837.00
33,810.35

298,058.81

(52,114.27)
422,244.38

(18,319.94)
505,475.75

18,580.58
704,713.12

The increase from 2003 to 2004 compared to 2005 and 2008 is simply the increase in actual
injuries and damages activity paid out by TEP. See tabs 78100-2006, 78100-2005, 78100-2004
for vendor payout information .
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TUCSON ELECTRIC POWER COMPANY'S
RESPONSES TO STAFF'S

TWENTIENTH SET OF DATA REQUESTS
DOCKET no. E401933A-07-0402 et al.

January 31, 2008

LA-20-11. Injuries and damages. Refer to the response to STP 14.2.

a. Please identi fy, quanti fy and explain 'm detai l  each expense
comprising the $41,183 in 2005 and $481,020 in 2006 in account
52100, Outside Services Ollher.

b For account 52100, please prov ide comparable total  charge
information for 2003, 2004 and 2005 for Tucson Video Systems
that were coded to 18310 which is a clearing account. Also, for
each year, show the amount cleared ham account 18310 for such
charges into each expense account

Please provide the 2007 year-to-date expense 'm account 52100
Outside Services Other

Provide the complete contract with Pre Ventronics, including all
amendments

Please identify the set amount per month in the Pre Ventronics
contract

Please identify the monthly amounts of expense recorded by TEP
in 2006 and 2007 for the Pre Ventronics contract

Please identify, quantify and explain all other charges recorded by
TEP in Account 52100 other than the expenses paid for the Pre
Ventronics contract

Please coniine that, iN the recent' UNS Electric case, Mr. Dukes
agreed that the test year amount of  Workers' Compensation
expense 'm account 78040 was abnormal and should be adjusted to
a normal level based upon a three-year average of 2004 through
2006 information. If this cannot be confirmed, please explain in
detail the basis for Mr. Dukes' fined recommended allowance for
Workers' Compensation expense in account 78040 in the UNS
Electric rate case and prov ide the supporting workpapers and
calculations for that amount

Please provide year-to-date 20G7 inforriaatioh for each account
listed in the response to STF 1.99
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TUCS ON ELECTRIC P OWER COMP ANY'S
RES P ONS ES  TO S TAFF'S

TWENTIENTH S ET OF DATA REQUES TS
DQCKET no . E-01933A-07-0402 e t a l.

J anuary 31, 2008

j- Please provide all journal entries in 2003, 2004, 2005 and 2006
made by TEP related to FAS 112. Show the amounts in each
account.

Show in detail how the amounts of Workers Comp Credits listed 'm
the STF-14-22 Excel tile for each year, 2004, 2005 and 2006 were
derived.

1 . Does TEP agree that the 2006 test year recorded amount in account
78040 was abnormally high, compared with each prior year, 2003
through 2005? Knot, explain iillly why not.

m. Does TEP agree Thai it would be reasonable to adjust the 2006
recorded amount in account 78040 to a normal level using an
average of 2004-2006 similar to what Mr. Dukes' proposed 'm the
recent UNS Electric rate case? If not, explain lilly why not. If so,
please provide TEP's suggested normalization calculation.

RESPONSE : AL Please refer t6.LA-20-11 (Injuriesland Damages) on the enclosed
CD, for a spreadsheet, tab "(a) 52100 .- 06 & 05," identifying and
explaining each expense comprising the $41,183 in 2005 and the
$481.020 in 2006 in account 52100, Outside Services Other. The
Excel file on the enclosed CD isnot identified by Bates numbers

Please refer to LA-20-ll (Injuries and Damages) on the enclosed
CD, for a spreadsheet, tab "(b) TVS comparables," comparing total
charges for Tucson Video Systems for 2003, 2004, and 2005, and
showing the amount cleared firm account 18310 to each expense
account. The Excel 'file on the enclosed CD is not identified by
Bates numbers

Please refer to LA-20-ll (Injuries and Damages) on the enclosed
CD, for a spreadsheet, tab "co 52100 .- 2007 detail," for the 2007
year-to-date expense in account 52100 (FERC 0925), Outside
Services Oidxer. The Excel file on the enclosed CD isnot identified
by Bees numbers

k.

Please see LA-20-11 (d), Bates Nos. TEP(0402)031386 to
TEP(0402)031394, on the enclosed CD for the contract with Pre
Ventronics, including all amendments
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TUCS ON ELECTRIC P OWER COMP ANY'S
RES P ONS ES  TO S TAFF'S

TWENTIENTH S ET OF DATA REQUES TS
DQCKET no . E-01933A-07-0402 e t a l.

. J anuary 31, 2008

e. Mae is no set amount per month for Pre Ventronics, like there
was for Tucson Video Systems. Pre Ventronios' charges me for
actual labor and material supplied by Pre Ventronics during the
month.

Please refer to LA-20-11 (Injuries and Damages) on the enclosed
CD, for a spreadsheet, tab "(i) Pre Ventronics charges," for the
2006 and 2007 year-to-date expenses for the Pre Ventronics. The
Excel file LA-20-11 (Injuries and Damages) on the enclosed CD is
not identified by Bates numbers.

Please refer to LA-20-11 (Injuries and Damages) on the enclosed
CD, for a spreadsheet, tabs "(a) 52100 - 06 & 05" and "(c) 52100
._ 2007 detail", for all charges other than Pre Ventronics'. These
two tabs identify everything that was charged to account 52100.
The Excel file LA-20-11 (Injuries and Damages) on the enclosed
CD isnot identified by Bates numbers.

Identified in Mr. Dukes Rejoinder Testimony in the recent UNS
Electric, Inc. ("UNS Electnlc") case, Mr. Dukes agreed that a
reduction was appropriate to reflect normal and recurring expense
regarding the workers compensation expense account only.

i. Please refer to LA-20-11 (Injuries and Damages) on the enclosed
CD, for a spreadsheet, tab "(i) 2007 FERC 0925 balances," for the
2007 year-to-date information for each account listed `m the
response to STF 1.99. The Excel 'file on the enclosed CD is not
identified by Bates numbers

Please refer to LA-20-11 G), Bates Nos. TEP(0402)031395 to
TEP(0402)031498, OD the enclosed CD for the 2003, 2004, 2005
Md 2006 jol.lI'I12lenuriemss,-ai1dl168 relatingid FAS ì 12

h.

g.

f.

The Workers' Compensation Credits identified in account 78040
for 2004, 2005 and 2006 are derived through the PeopleSoft
system when payroll is generated. Employees are set-up in
PeopleSoft with a job code, and these job codes link to worker
compensation codes based on the risk factor of the employees
position. The rates associated with each of these codes are
multiplied by the employee earnings during the period and
recorded in the 78040 account.
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TUCSON ELECTRIC POWER colvlpAny's
RESPONSES TO STAFF'S

TWENTIENTH SET OF DATA REQUESTS
DQCKET no. E-01933A-07_0402 et ax.

January 31, 2008

Yes, TFP agrees that the 2006 test year recorded amount is
abnormally high.

Yes, TEP agrees, that it would be reasonable to adjust the 2006
recorded amount.

RES P ONDENT:

WITNES S :

Mina Brings

Dallas Dukes

m.

1.
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TUCSGN ELECTRIC POWER COMPANY'S
RESPONSES TO STAFF'S

FOURTEENTH SET OF DATA REQUESTS
noclcm NO. E-01933A-07-0402 et al.

January 14, 2008

STF-14-3. Crediting of wholesale revenues through the PPFAC. Please refer to the
response to Staff data requests LCG 6.12(g)(iv) and LCG 7.9.

c.

d.

b.

a.

e.

Please identify and explain in detail exactly how TBP proposes to
credit wholesale revenues through its proposed PPFAC.

Please identify all accounts in which TEP records wholesale
I€V€CDU.€S.

Please identify the amount of TEP wholesalerevenues, by year,
for 2000 through 2007. Provide this information by account. If
exact amounts are not available, provide TEP's best estimates,
and show in detail how such estimates were calculated.

Please identify the costs directly related to the wholesale revenues
listed in response to part b, for each year. Please indicate the
amounts of wholesale related costs by account by year.

If the TEP proposed PPFAC mechanisrnfor sharing wholesale
revenues had been in place for 2004, 2005, 2006 and 2007, how
much "sharing" would TEP ratepayers have received in each
year? If exact amounts are not available, provide TEP's best
estimates, and show in detail how such estimates were calculated
lt you need to make other assumptions (such as the absence of the
1999 Settlement Agreement) in order to provide the quantitative
information requested, please state and explain such assumptions

Does TEP forecast wholesale sales or wholesale revenue?

If the response to part f is atlirmative, please provide TEP's most
current forecasts of wholesale sales and revenue for each year
2007-2010

If the response to part f is negative, explain fully why TBP does
not forecast wholesale sales or wholesale revenue

Please prov ide a comparison of TEP's forecasted and actual
wholesale sales revenue for each year 2002-2007. If  TEP has
multiple versions of wholesale sades revenue, please show each
one for each year

Does TBP distinguish between short-term wholesale revenues and
other wholesale sales revenue? If so, please"explain'fullywand in
detail  how TEP distinguishes between short-term wholesale
revenues and other wholesale sales revenue, and show the
amounts of  (l) short-term wholesale revenues and (2) other
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TUCSON ELECTRIC POWER COMPANY'S
RESPONSES TO STAFF'S

FOURTEENTH SET OF DATA REQUESTS
DOCKET NO. E-01933A-07-0402 et al.

January 14, 2008

wholesale sales revenue, by account for each year 2002 through
2007.

RESPONSE : In the Cost of Service Methodology, TEP proposes to credit 90%
of its "Off-System Wholesale Sales Revenue" to the PPFAC. In
the Hybrid Methodology, 100% of these revenues are credited to

.,/- defined-
in Exhib_it l),GHl0, Plan of AdminisUadon, and is essentially all \

t'""iVli5leSade revenues in FERC Account 447 except Traditional
Sales for Resale (f rom Native Load Wholesale customers
current ly Sal t  River Project ("SRP"),  Navajo Tribal  Ut i l i ty
Authori ty <"nTuA"), and Toho ro O'odhain Uti l i ty Authori ty
("TOUA',). Schedule 3 of the Plan of Administration illustrates
this or in column (e)

the PPFAC. The Off-System W1}9l¢§9,1p Sales Rev a~l 49,15

TEP records wholesale revenues in the following accounts

FERC Account
447
447
447
447
447

447

447
447

TEP Account
40200
40210
40220
40230
40240
40250
40260
40270
40300
40400
40450

Please see STF-14-3 (c) on the enclosed CD for TEP wholesale
revenue. The Excel Ble on the enclosed CD is not identif ied by
Bates numbers

TEP does not have these costs idendiied, except for the test year
as filed 'm this case

a.

Please see the response to part c. above. This response assumes
the 1999 Settlement Agreement was not in place and all fuel costs
were passed through to the customers through the PPFAC
mechanism. W holesale trading prof i ts have also not been
removed from these numbers
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TUCSON ELECTRIC POWER COMPANY'S
RESPONSES TO STAFF'S

FOURTEENTH SET OF DATA REQUESTS
DOCKET no. E-01933A-07-0402 et al

January 14, 2008

Please see STF-14-3 (g) on the enclosed CD. The forecast
information provided is based on numerous assumptions
regarding future wholesale power prices, fuel prices, generation
availability, etc. STF-14-3 (g) contains confidential information
and is being provided pursuant to the terms of the Protective
Agreement

Not applicable

Please see STF-l4-3(i), on the enclosed CD, for TEP's forecasted
and actual wholesale sales revenue for each year 2002-2007. The
Excel file on the enclosed CD isnot identified by Bates numbers
The Excel f ile on the enclosed CD contains confidential
information and is being provided pursuant to the terms of the
Protective Agreement

Yes. Short-term sales'revenues are defined" all FERC 447
sales, except long-term finn contracts such as TEP's existing
SRP. NTUA and TOUA contracts and sales associated with
wholesale trading. The revenue Br ~down is shown on STF-14
3 (c), .however, the wholesale trading revenue has not been
removed and may be substantial in certain years

RESPONDENT : David Hutchems (a)
Warner Jones (b)
Kevin Battaglia (c, d, e and j)
Kenton G'ralnt (f - h)
Luc Thiltges and Kevin Battaglia (i)

WITNESS David Hutchins (a, c, d e and j)
Karen Kissinger (b)
Kenton Grlant (f - i)
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ADJUSTMENT NAME: Short-Term Sales Exclusion

ADJUSTMENT TO: Income Statement

DATE SUBMITTED: June 11, 2007

PREPARED BY: V. Aguirre

CHECKED BY: M. Sheehan

REWEWED BY: D. Dukes

FERC

ACCT FERC ACCOUNT DESCRIPTION DEBIT CREDIT

447 Sales for Resale $77,685,000

501 Fuel $30,464,000

555 Purchased Power - Energy $21 ,962,000

$17,685,000 $s2,42s,w0
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TUCSON ELECTRIC POWER COMPANY

INCOME STATEMENT PRO FORMA ADJUSTMENT

TEST YEAR ENDED DECEMBER 31, 2006

ENTRY TOTAL

NET ENTRY $25,259,000

Reason for Adjustment

To adjust sales for resale revenue and fuel & purchased power expense to reflect the

short-term sales exclusion

6/14/2007 6:01 PM

TEP(0402)002618
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TUCSON ELECTRIC POWER COMPANY'S
RESPONSES TO STAFF'S

ELEVENTH SET OF DATA REQUESTS
DOCKET no. E-01933A-07-0402 et al.

January 11, 2007

LA 11.12 S02 allowance sales and purchases. (a) For each of the five years ending
with the 2006 test year, and ,for 2007, please identify by year and by
account all revenues and costs related to the ' sale of -SON emission
allowances. (b) For each of the Eve years ending yvith the 2006 test year,
and for 2007, please identify by year and by account all costs related to the
purchase of SO2 emission allowances

RESPONSE An extension was granted to TEP by due Arizona CorpOration Corimiission
("Commission") Staff until January 11, 2008 TEP is in the process of
gathering this information and will provide the response to this data
request on or before January ll, 2008

SUPPLEMENTAL
RESPONSE (H) The revenues and costs related to the sale of  SO2 emission

allowances are as follows

SQ., Emmlsslon ALLOWANCE SALES
2002-2007

Account 81080

Gain on S02
Allowance Sales
(sub-acct 0000)

Auction Proceeds
(I )

(sub-acct 5998)
Commission Paid
(sub-acct 0000»

Net Revenue
Per GL
Total

FERC
Account

$78
107

165 542

$610.812 41182002
2003
2004
2005 G)
2006
2007 (3)

$532,000
0

2.760.000
1s.475.000
6.716.250
9.790.000

$33,273,250

472.380
260.077

31,4697726

($400)
(5,484)
(1,250)
(3,750)

(s10,884)

2.925 142
13.877.324
7 187.380

10.046327

$34.732.092

4118

(1) Auction proceeds relate to SO; Allowances hold by a third party, which were not undo TEP'scontrol

(2) 2005 dita was pmevioix§ly7~€po'itédlii1 DK RUCO S.10.f, hnvwevhr, amoixnts'inchld»ed a dis¢:l'epalmcy ilaat has
been connected 'm this suhmisdon. April 2005,̀  SQ, allonvanoe sales were overstated 'm the previous

submission by S1 ,569,?50

(3) 2007 sales reflect actiwlty through September 2007, the last period for which we have publicly available
financial statements
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TUCSON ELECTRIC POWER COMPANY'S
RESPONSES TO STAFF'S

ELEVENTH SET OF DATA REQUESTS
DOCKET NO. E-01933A-07-0402 et al.

January 11, 2007

(b) TEP did not purchase S02 emission allowances in the years
presented.

RESPONDENT:

WITNESS:

Georgia Hale

Karen Kissinger
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TUCSON ELECTRIC POWER COMPANY'S
RESPONSES TO STAFF'S

TWENTY-SECOND SET OF DATA REQUESTS
DOCKET no. E-01933A-07-0402 et al.

February 6, 2008

LA-22-24. Depreciation on generation assets. Please identify the difference in depreciation
and accumulated depreciation recorded by TEP, by plant account, for each year,
2003 through 2006, relating to TEP's cessation of recording ret negativqsalvage
depreciation when TEP implemented FAS 143, Include supporting workpapers
and calculations. If  exact amounts are not available, prov ide TEP's best
estimates and show in detail how such estimates were derived.

RESPONSE : The information requested could be developed using a variety of assumptions.
Since the request is asking for amounts of net salvage that would have been
provided during the period 2003 through 2006, which precedes the adoption of
FAS No. 143 on January 1, 2003 and the generation depreciation rate changes
made 'm 2004 and 2005, the requested estimate was prepared using the net
salvage rates and remaining plant lives appearing in the 1994 depreciation study,
a copy of which has been provided in response to previous data requests. As
shown on the accompanying spreadsheet (please see LA-22-24 on the enclosed
CD), had TEP continued to provide net salvage in its Generation depreciation
provisions, based upon the results of the 1994 depreciation study, die additional
amount of  depreciations recorded during 2003-2006 would have been as
follows

Ye a r Es t. Addl. Ne t S a lva ge

2003 s 6 143.000

2004 6 597.000

2005 8.203.006

2006 8 526.816

The Excel file on the enclosed CD is 4 identified by Bates numbers

RES P O NDENT : Carl Dabelstein

WITNESS Karen Kissinger
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1

TUCSON ELECTRIC POWER COMPANY'S
RESPONSES TO STAFF'S

NINETEENTH SET OF DATA REQUESTS
DOCKET no. E-01933A~07-0402 et al.

January 25, 2008

LA-19-11. Customer Care and Billing System. Refer to the response to LA 11.4.

3. Please prov ide the monthly customer count for January 2006
through December 2007 for TBP, UNS Gas and UNS Electric,
separately.

b. How much depreciation expense related to the CC&B system is
included in TEP's proposed adjusted depreciation expense? Show
detailed calculations and provide specific references to where this
is reflected in TEP's filing.

c. How much annualized test year depreciation expense related to the
CC&B system is allocated to affiliates other than TEP (such as to
UNS Electric and UNS Gas)? Show detailed calculations and
provide specif ic references to where this is ref lected in TEP's
f il ing.

How much Labor expense related to the CC&B system is included
in TEP's proposed adjusted Labor expense? Show detailed
calculations and prov ide specif ic references to where this is
reflected in TEP's filing.

e. How much annualized test year Labor expense related to the
CC&B system is allocated to affiliates other than TEP (such as to
UNS Electric and UNS Gas)? Show detailed calculations and
provide specif ic references to where this is ref lected in TEP's

Hlilng

RES P ONS E Please see LA-19-11 (a) on the enclosed CD, which provides the
customer count for January 2006 through November 2007 for TBP
UNS Gas,  Inc.  ( "UNS Gas")  and UNS Elect r i c  separately
Customer counts for December 2007 are in the process of being
finalized and can be forwarded when available. The Excel tile on
the enclosed CD is not identified by Bates numbers

d.

Please see LA-19-11 (b) on the enclosed CD, for the depreciation
expense related to the CC&B system included in TEP's proposed
adjusted depreciation expense. This infonnation can be found on
the f irst l ine of  page 30 of  the worldng papers supporting the
depreciation annualization adjustments that have already been
provided. Included with this response is a copy of that page
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TUCS ON ELECTRIC P OWER COMP ANY'S
RES P ONS ES  TO S TAFF'S

NINETEENTH S ET OF DATA REQUES TS
DO C KE T no. E-01933A-07-0402 e t a l.

J anuary 25, 2008

CC&B costs were recorded in Plant Account 303, Intangibles. The
amount associated therewith included 'm Plant-in-Service as of the
end of the test year was $16,723,840. The pro forma annual
depreciation computed for CC&B included in the depreciation
annualization adjustment was $2,090,480, as shown on the
accompanying schedule. The Excel 51e on the enclosed CD is not
identified by Bates numbers.

There was no annualized test year depreciation expense related to
the CC8cB system allocated to affiliates during the test year. The
CC&B system did not go live for other affiliates (UNS Electric and
UNS Gas) until April 2007.

There is $577,192 of Labor expense related to the CC&B system
included in TEP's proposed adjusted Labor expense. Please refer
to the Payroll Adjustment Pro forma Bates No. TEP(0402)002462
.- TEP(0402)002464 and also, please see LA-19-ll (d), on the
enclosed CD for the detailed support of the CC&B Labor expense.
The Excel file on the CD isnot identified by Bates numbers.

There was no annualized test year Labor expense related to the
CC&B system allocated to affiliates during the test year. The
CC&B system did not go live for other affiliates (UNS Electric and
UNS Gas) until April 2007.

RES P ONDENTS  : Brenda L. Pries (a)
Carl Dabelstein (b);
Mina Brings (c, d and e);

WITNES S ES  :

c .

d.

e.

D. Bentley Erdwuxm (a)
Karen Kissinger (b)
Dallas Dukes (c, d and e);
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TUCSON ELECTRIC POWER COMPANY'S
RESPONSES TO STAFF'S

FOURTEENTH SET OF DATA REQUESTS
DOCKET no. E-01933A-07-0402 et al.

January 16, 2008

STF-14-35. Affiliate Charges. Were there any charges Rom Southwest Energy
Solutions (SES) directly to TEP during the test year? If so, please
provide the amounts by account for all such charges, and provide
comparable information for 2004, 2005 and 2007 to date.

RESPONSE : TEP is in the process of gathering this information and will provide the
response to this data request shortly.

SUPPLEMENTAL
RESPONSE: Please see STF-14-35 on the enclosed CD for a summary of Southwest

Energy Solutions charges to TEP by account and year for the years
requested. The Excel file on the enclosed CD is not identified by Bates
numbers. .

RES P ONDENT:

WITNESS:

Ma ya Lidde ll

Karen Kiss'mger
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o0oo D
0107
0108
0143
0146
0151
0152
0163
0184
0811
0812
0314
0315
0394
O417
0426

$ e,9e4,1se.52
2,523,095.70

18,146.16
0.00

379.78
1 ,115.71

402,379.97
17,939.01
a,s27.26

11 ,2sa.as
43,142.52
s,529.2a

512.48
0.00

8 3 . 8
389.92

$ 553,246.11
3,849.686.76

37,116.49
648.32
202.26

1 ,84s.es
466,892.06

w,028.v1
13,361 .94
s,es:a.s7

88,513.51
1,006.65

0.00
o.0o

1 ,1 as.11
o.oo

37.421 .89
794,759.55
123,180.92

s (4Q_2g5.4,4l s
3,478,854.42

82,819.96
0.00
0.00

2,795.97
732,575.77
78,863.91

809.15
9,439.01

44,987.93
9,801 .92

0.00
0.00

1,794.87
315.26

40.101 .11
972,018.19753,356.39

122,799.59
11 .613.36 79,035.59

469,294.63
1,459,423.41

74,421 .94
71 .48
0.00

287.01
1,a25,ea0.w

54,121.37
0.00

2,021 .ah
43,326.92

a,131 .12
o.oo

334.50
634.85

0.00
13_207.06

851532.31
181 .515.86
1os.e2e.a7
344179_30

41 .881 .66
358.27724
48.215.77

141552.92
480.41526
28,924.34

270546.97 347.14439

s.e12.05 31279.92
9.731 .95

664.62429
44.141 .05

24a.627.46
374,85

9386.49
17.5B0.32
30255.76
2.03919

10.50734
16_355_57
2.541 .17

670_57

8.417.22
11.828191

110827.18
9.726.78

147.203.30

1273.24 15.746.12 46.681 .41 49.71s.52

1.16700 8.09987 10.75223 s.4oa.av

55.981.s3 80.699.7s
2.aa9.41

7e.087.00
B3.2S9.01

749.47
52.237.s0

62,589.59

1 e.722.47
176.79932
24,464.82
as.18s.4o

1 .302.800.81
8.77821

244.2a9.13
32.1 s2.16
25.6788
4a.a04.82

7B1248.60
17.125.82

117.401 .15
7_707.20

24.910.02
25_410,14

2.89732
1 .20'/.78

1.104.926.36 a.o8o.asa.41
918.829.76

3,016,095.17
B57.334.51
518.55923

249422.90
350.115.83

aa.a1a.so
98.149.24

434.17279
19e.0s8.14

34_517_03
103407.01

13.237.79'7.52 $ 12.o1s.sea.so s 13.610.202.16  s 10.512,408.50

FERC 0000 unspecified in 2004 - Has $7.5M of charges related to an AP syslem, which is no longer used by the company. The archived data is not available
by account

C:\Cases\AZ TEP rate case 2007\DR Responses\sTF-14-85 Page 1
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TUCSON ELECTRIC POWER COMPANY'S
RESPONSES TO STAFF'S

FOURTEENTH SET OF DATA REQUESTS
DOCKET no. E-01933A-07-0.02 et al.

January 14, 2008

S TF-14-37. Affiliate Charges. Refer to~the response to STF 1.54. The contract
between TEP and Southwest Energy Solutions (SES) at Bates page
TEP(0402)023422 appears to indicate that when SES provides
supplemental work force services for TEP, SES charges a 10% mark~up
on the base wages. of the supplemental worker.

3. For any charges from SES allocated directly to TEP, please
identify the amount of the SES 10% mark-up over base wages. In
addition, indicate the percentage of the mark-ups over total
billings and show detailed calculations on how the percentage
was derived. If exact amounts are not available, please provide
the Company's best estimates of the SES 10% mark-up charges
and show how such estimates were derived.

c.

For any charges from Southwest Energy Solutions (SES)
allocated indirectly from any other affiliate to TEP during die test
year, please identify the amount of the SES 10% mark-up over
base wages. In addition, indicate the percentage of the mark-ups
over total billings and show detailed calculations on how the
percentage was derived.. If exact amounts are not available,
please provide the Company's best estimates of the SES 10%
mark-up charges and show how such estimates were derived.

Do the SES charges to TEP include any incentive compensation
in the benefits cost? If so, please identify the amount of incentive
compensation included in such SES charges to TEP.

Please list the benefits cost, by type of benefit that is included in
the SES charges to TEP

RES P ONS E From 2004 through 2006, SES mark-up was $486,098, which is
6.32% of a total billing of $7,687,185 ($486,098 divided by
$7,687,185 6.32%)

b. SES had zero indirect charges from 2004 through 2006

b.

No
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TUCSON ELECTRIC POWER COMPANY'S
RESPONSES TO STAFF'S

FOURTEENTH SET OF DATA REQUESTS
1>ocKET no. E-01933A-07-0402 et al.

January 14, 2008

The benefit costs are as follows: $1,610,387 for
Medical/Denta1Nision/Life/ADD/STD/EAP for 2004 through
2006.

RES P ONDENT:

WITNESS :

Bob Dame

Michael DeConcini

d.



FeesIll \ T0¥8l
2004 101 ,954 1 594,849
2005 172,731 v , s2 .748
2806 211 ,514 3,343390

4Bs,ns8 7,587,185
8.32%
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TUCSON ELECTRIC POWER COMPANY'S
RESPONSES TO STAFF'S

TWENTIENTH SET OF DATA REQUESTS
Doclcm no. E-01933A-07-0402 etal.

January 31, 2008

LA-20-17. SES charges to TEP. Refer to the response to STP 14.37.

a. Please break out the $7,687,185 total billing and the $486,098 SES
mark-up, by year, by account.

How much SES mark-up has TBP included in the 2006 test year?
Show the amounts by account.

c. For each of the amounts identified in response to part b, please also
show the corresponding Arizona jurisdictional allocated amounts.

RESPONSE- 3. Please see the following for the breakdown of the $7,687,185 total
billing and the $486,098 SES mark-up (indirect cost allocation), by
year:

The mark-up (indirect cost allocation) charged by SES is only
assessed on the labor dollars for supplemental services provided to
TEP. It is not assessed on the 8111 value of the invoice, nor is it
detailed in our sub-ledger. It is impossible to extrapolate the mark
up by account due to the volume of data which exceeds 16,000
lines of detail. The total billing by FERC and year has previously
been provided in response to STF 14-35

SES provides services other than supplemental labor to TEP

The SES mark-up that TBP included in the 2006 test year is
$211 514

Th~e amolmt identified in response to part (b) is a Commission
juriSdicdcmal allocated amount

RES P ONDENT: Bob Dame

WITNES S

b.

Dallas Dukes



FERC
ACCOUNT

2004 2005 2006 2007

0588 62,569.59 120,940.26 1 ,302,800,81 781 ,248.60

FERC
ACCOUNT

2004 20o5 2006 2007

0592 271.95 5,184.44 244 ,239. 13 117,401.15
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TUCSON ELECTRIC POWER COMPANY'S
RESPONSES TO STAFF'S

TWENTY FIRST SET OF DATA REQUESTS
DQCIQBT no. E-01933A-07-0402 et al.

February 5, 2008

LA-21-10. Affiliate charges, SES. Refer to the response to STF 14.35.

3. Were any of the SES charges to TEP for 2006 impacted by TEP's
proposed pro forma adjustments? Knot, explain fully why not. If
so, please show in detail, the impacts on the 2006 recorded SES
charges, 80111 each of TEP's proposed pro forma adjustments, by
account.

Referring to the Excel File provided in response to STF 14.35,
please identify the amount of SES mark-up above cost, by account,
by year.

c . Referring to the Excel file provided in response to STF 14.35, as of
what date is the 2007 year-to~date information?

d. Other than the charges listed on FERC 0000 related to an AP
system that is no longer used by the Company, is there any other
aspect of the SES charges to TEP listed in the Excel file provided
in response to STF 14.35, in any year, that is either unusual or
nonrecurring? If so, please identify, quantify and explain each
such unusual or nonrecurring charge.

e. Please identify, quantify and explain in detail due large annual
fluctuation 'm SES charges to TEP recorded in Account 588 from
2004 through 2007 and why 2006 charges are so high:

b.

Please identify, quantify and explain in detail the large annual
fluctuation in SES charges to TEP recorded in Account 592 from
2004 through 2007 and why 2006 charges are so high



FERC
ACCOUNT

2004 2005 2006 2007

0902 1,104,926.36 3,080,353.41 3,015,095.17 2,329,803.00

FERC
ACCOUNT

2004 2005 2006 2007

0903 204,623.80 918,829.76 857,334,51 249,122.90

FERC
ACCOUNT

2004 2005 2006 2007

0908 26,940.06 367,263.47 518,569.23 350,115.83

FERC
ACCOUNT

2004 2005 20o6 2007

0921 26,906.27 33,373.60 434,172.79 34,517.03
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TUCSON ELECTRIC POWER COMPANY'S
RESPONSES TO STAFF'S

TWENTY FIRST SET OF DATA REQUESTS
DOCKET no. E-01933A-07-0402 et al.

February 5, 2008

Please identify, quantify and explain in detail the large annual
fluctuation in SES charges to TEP recorded in Account 902 from
2004 through 2007 and why 2005 and 2006 charges are so high:

Please identify, quantify and explain in detail the large annual
fluctuation in SES charges to TEP recorded 'm Account 903 80m
2004 through 2007 and why 2005 and 2006 charges are so high:

Please identify, quantify and explain in detail the large annual
fluctuation in SES charges to TEP recorded in Account 908 Hom
2004 through 2007 and why2006 charges are so high:

Please identify, quantify and explain in detail the large annual
fluctuation in SES charges to TEP recorded in Account 921 from
2004 through 2007 and why 2006 charges are so high

I

i.

h.

g.

Please identify, quantify and explain in detail the large annual
fluctuation in SES charges to TEP recorded in Account 923 from
2004through2007 and why2006 charges are so high



FERC
ACCOUNT

2004 2005 2005 2007

0923 20,372.32 98,149.24 198,058.74 103,107.01
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TUCS ON ELECTRIC P OWER COMP ANY'S
RESPONSES TO STAFF'S

TWENTY FIRS T S ET OF DATA REQUES TS
DOCKET no . E-01933A-07-0402 e t a l.

February 5, 2008

RES P ONS E' The charges to TEP for services provided by SES during the test
year were not directly impacted by any proposed pro forma
adjustments. However, the multitude of FERC accounts where
SES charges were booked were impacted by jurisdictional
allocations.

SES provides workforce support and the specific activities
performed on behalf  of  TEP's operations vary. These
supplemental services provided by SES could also be provided by
other contractors, or be performed by TBP personnel, depending
on the circumstances of each individual project at the time the
work is to be performed. Therefore, the proper analysis would be
to look at activity by FERC account and by expenditure type, bath
on a historical basis and as compared to budgets and forecast -. not
to evaluate the activity of one specific contractor

Please see the response to DR LA-20-17 (a)

The information provided for 2007 is as of September 30, 2007
the most recent period for which there is publ icly avai lable
information. This fact contributes to the 2007 variance in costs
versus poor years

TEP is  unaware  of any other unusual or non-recurring charges in
the  da ta  provide d in S TF-14-35 othe r Hwa n the  non-re curring
charges identified in item j

In 2006, TEP engaged SES on a continuing basis for line locating
service and terminated the contract with an outside vendor to
ensure improved service levels

a.

SES provides substation maintenance services on an as-needed
basis. In 2006, planned rnaintenance projects were performed to
ensure reliability
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DOCKET NO. E-01933A-07-0402 e t a l.

February 5, 2008

SES provides meter reading services for TEP on a continuing
basis. In 2004 and 2007 the data does not include a fi111 year of
data

SES was engaged in 2005 on a continuous basis to provide service
for disconnect and reconnects in the field. These charges were
recorded in FERC Account 903 in 2005 and 2006. They are now
recorded in FERC Account 586, which accounts for mc variance in
FERC Account 903 in 2007

SES has performed Guaranteed Home inspection services on a
continuing basis since April 2005. Previously these inspections
were performed by TEP employees. In 2007, the number of
Guaranteed Home inspections was reduced due to a slower home
building market

SES performed approximately $365,000 of non-recurring pre
operation construction support services ' on" Springerville
Generating Station Unit 3, which were charged to FERC Account
921 (office supplies and expense). TEP believes these charges
should be recorded in FERC Account 923 (Outside services
employed). This accounts for the variance in FERC Account 921
in 2006. These charges were fully reimbursed by the Springerville
Generating Station Unit 3 owner

SES provides on a continuing basis supplemental labor for
Geospatial mapping support, which began in 2004. It provides
assistance in maintaining the mapping system (GIS system) which
identifies the location of TEP's distribution assets. In addition
SES performs facilities verification services

RES P ONDENT : Dallas Dukes (a)

Maya Liddell, Denise Smith, Terry Krayiihefer, Bob Dame and Antoinette
Atwood (b - k)

WITNESS

g.

Michael DeConcini
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FOURTEENTH SET OF DATA REQUESTS
DOCKET no. E-01933A-07-0402 et al.

January 14, 2008

STF-14-25. Legal Expense. Refer to the response to STF 1.102. Please explain fully
and in detail whether the legal expenses related to the Motion to Amend
Decision No. 62103 as referenced in the Legal Expenses - Invoices are
included in the Company's estimate of Rate Case Expense.

RESPONSE: The legal expenses related to the Motion to Amend Decision No. 62103
are not included in the Company's estimate of Rate Case Expense.

RESPONDENT :

WITNESS:

Mina Brings

Dallas Dukes
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TUCSON ELECTRIC POWER COMPANY'S
RESPONSES TO STAFF'S

FOURTEENTH SET OF DATA REQUESTS
DOCKET no. E-01933A-07-0402 et al.

January 14, 2008

STF-14-26. Legal Expense. Refer to the response to STF 1.102. Please explain fully
and in detail the nature of the California Refund Proceeding as
referenced on Bates pages TEP(0402)011010 and TEp(0402)011013.

RESPONSE: The reference to the California Refund Proceeding in Bates Nos.
TEP(0402)0l1010 and TEP(0402)011013 is to FERC Docket No. EL00-
95-000. This consolidated FERC docket arises from the 2000 - 2001
California energy crisis. TEP was a net seller into the California market
through the California Power Exchange ("CPX") at the time of the
collapse of CPX and is a party to the refund proceeding. Through the
refund proceeding, FERC is Calculating sellers' refund liability or refund
entitlement and implementing accounting changes regarding the pricing
of power sales. At the conclusion of the refund proceeding, FERC
intends to issue an order specifying the reimbursement of monies
remaining in the CPX settlement clearing account which is currently
under the jurisdiction of the bankruptcy court.

RESPONDENT : Lé§a1 Department
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TWENTIETH SET OF DATA REQUESTS
DQCKET no. E-01933A-07-0402 et al.

February 13, 2008

LA-20-13. Legal expense. Refer to the responses to STF 14-26 and STF L102.

a. Please identify the amount of ad] 2006 test year expense (legal and
other), by account, related to the California Refund Proceeding.

How much of the amounts identified in response to part a has TEP
included in Arizona jurisdictional expenses? Show calculations by
account.

Please explain fully and in detail why any amount of 2006 test year
expense ( legal  and other) related to the Cal i fornia Refund
Proceeding should be charged or al located to Arizona retai l
jurisdictional operations .

Did TEP establish any work order or other type of accounting
designation to identify costs that TEP has incurred in the test year
related to the California Refund Proceeding? If not, explain fully
why not. If so, please provide a copy of, and explain fully, the
complete work order and other accounting designations.

Has TEP recorded any expense or cost 'm 2006 for any settlement
or reimbursement of monies to the California Power Exchange
and/or in or relating to the CPX Settlement? If so, please identify
all amounts, by account

Please also show the Arizona jurisdict ional  amounts for al l
amounts identif ied in response to part e. Include supporting
calculations showing how the Arizona jurisdictional amounts were
derived

RESPONSE A specif ic task number was not established for internal costs
related to the California Refund Proceeding, instead, employees
charged to a general task number. However, outside council costs
were tracked and amounted to approximately $56,279 in 2006

TBP is in the process of gathering the information and will provide
the response to this data request shortly

b.

d.

c .

e.

TEP is in the process of gathering the information and will provide
the response to this data request shortly
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RESPONSES TO STAFF'S

TWENTIETH SET OF DATA REQUESTS
DOCKET no. E-01933A-07-0402 et al.

February 13, 2008

A specific task number was not established for internal costs
related to the California Refund Proceeding, instead, employees
charged to a general task number.

TEP is 'm the process of gaduering the information and will provide
do response to this data request shortly

TEP is 'm the process of gathering the information and will provide
the response to this data request shortly

RE S P ONDE NT: Legal Department

WITNESS Dallas Dukes

SUPPLEMENTAL
RESPONSE The amounts were charged to FERC Account 923

In the Cost-of-Service and Hybrid Methodologies, the amount
would have been reduced 4.32% to allocate cost to the FERC
jurisdiction for fin wholesale sades activity. The remaining
Arizona Corporation Commission ("Commission") jurisdictional
portion is then reduced by 6.64%, to allocate to FERC jurisdiction
the cost associated with providing transmission services. That
equates to an end result Commission jurisdictions amount of
93.36% of the original amount expensed

he the Market Methodology, the amount would have been reduced
4.32% to allocate the cost to the FERC jurisdiction for Finn
wholesale sales activity. The remaining Commission jurisdictional
portion is then reduced by 6.64% to allocate to the FERC
jurisdiction the cost associated with providing transmission
services and 64.19% for cost associated with generation services
That equates to an end result Commission jurisdictional amount of
27.91% of the original amount-expensed

From 2004 -2007, the outside legal expense has averaged $2.3
million aid the test year amount is $2.4 million. This reflects a
consistent use of outside counsel on a recurring basis

d.

e.

Additionally, outside legal costs, as part of administrative and
general cost, were allocated to the FERC jurisdiction as discussed



Attachment RCS-5
Page 93 of 154

TUCSON ELECTRIC POWER COMPANY'S
RESPONSES TO STAFF'S

TWENTIETH SET OF DATA REQUESTS
DOCKET no. E-01933A-07~0402 et al.

February 13, 2008

in the Direct Testimony of D. Bentley Erdwurm and as discussed
in previous data responses. Due to this, the Company did not
attempt to review each individual outside legal cost within the test
year to ascertain if it was FERC or Commission jurisdictional in
nature.

Please see the response to LA-20-13 (b) above,

RE S P ONDE NT: Dallas Dukes

f.
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TUCS ON ELECTRIC P OWER COMP ANY'S
RES P ONS ES  TO S TAFF'S

TWENTY-S ECOND S ET OF DATA REQUES TS
DOCKET NO. E-01933A-07-0402 e t a l.

February 13, 2008

LA-22-23. Cal PX and Cal ISO costs .

Has TEP included any revenue, expense or rate base amount related to
the Cadifomia Power Exchanges (PX) or Independent System Operator
(ISO) related litigation? If so, please identify, quantify and explain dl
such amounts by account

When does TEP anticipate that it will be able to collect due net California
PX and ISO receivable of  approldmately $2.553 mil l ion that i t has
recorded at 12/31/06?

During what periods, and in what accounts, did TBP record the revenue
related to the California PX and ISO receivables of  approximately
$15.215 million and $544,000, respectively

During what periods, and in what accounts, did TEP record the expense
related to the reserve of approximately $13206 million related to the
California PX and ISO receivables?

RESPONSE TEP is in the process of gathering the information and will provide the
response to this data request shortly

TEP is  in the  proces s  of ga thering the  information and will prow'de  the
response to this  data request shortly

Please see LA~22-23 (c and d) on the enclosed CD for revenue accounts
related to California PX and ISO receivables of approximately $15.215
million and $544,000, respectively. The Excel file on the enclosed CD is
not identified by Bates numbers

Please see LA-22-23 (c and d) on the enclosed CD for Contra-revenue
accounts related to Cal i fornia PX and ISO receivable reserves of
approximately S13 .206 million

RES P ONDENT : Georgia Hale (c and d)

WITNES S Karen Kissinger (c and d)

S UP P LEMENTAL
RES P ONS E The Company recorded $11,687 in FERC Account 923 for outside legal

expenses related to the California PX - Banlamptcy proceeding. That
amount is prior to any jurisdictional allocations
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DOCKET no. E-01933A-07-0402 et al

February 13, 2008

The  Com pa ny ha s  no de finitive  e s tim a te  of whe n the s e  funds  will be
colle cte d

RESPONDENT :

WITNESS

Dallas DMM (a and b)

Dallas Dukes (a and b)
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Tucson Electric Power Company
CPX and CISO Revenue and Receivables

STF 22.23 (c). (d)Z

c. Revenue accounts related to California PX and ISO receivables of
approximately $15,215 million and $544,000, .respectjvelyz

Period Account
FERC

Subaccount Account Amount

Nov-00 40220
40220
40230
51230

447 $ 62.102.00
4.981 .0t2.34

572.355.79
(12,494.48)

5,602,976.65$

Dec-00 40220
40220
40230
51230

5815 447 $
447

341250.00
18.117.584.55

3.171 .908.42
(552,999.74)

$ 21,077,743.23

Jan-01 447 $40220
40220
40230

5821
5821

$

510,830.00
5.785.641.96

919.413.75
7,215,885.71

collections/adjustments
12/31/06 receivable balance

$ 33,896,605.59
(18,137,578.91)

$ 15,759,026.68

CISO
CPX

$ 543,945.53
15.215.081 .15

$ 15,759,026.68

d. Contra-revenue accounts related to California PX and ISO
receivable reserves of approximately $13.206 million

904 $0000
5821
0000
0000
5821

904

Dec-00
Jan-01
Jan-01
Dec-01
Mar-03
Jun-04

45000
40290
45000
45000
40290
40290 449

8,528,619.00
z065;51-7.00
5.218.869.00

(7,950,000.00)
2.242.617.00
3.000.000.00

$ 13.205,622.00

C:\Users\public\LA Work Eles\TEp DR Responses\STAFF\Set 22\LA-22-23 (c and d)
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November 1, 2007

S TF 1.86 Filing information, additional pro forma adjustments. In the event that the
Company determines that additional pro forma adjustments are necessary
that were not proposed in its direct testimony and Original Blind, as soon
as such adjustments become known.to the Company, please identify them
and provide documentation to support any changes. Please update this
response as additional information becomes available.

RESPONSE : 1) As noted in STF 1.118, the Company's test year postage expense
did not reflect the postage increase on May 14, 2007. Test year
postage expense would increase by $65,462, which represents the
impact of the 5% rate increase (from 39 cents to 41 cents). Please
see STF 1.86, Bates No. TEP(0402)010404, on the enclosed CD.

2 ) Payrol l  Expense & Payrol l  Tax  Expense:  these pro f orma
adjustments did not include the impact of the 3% average wage
increase that is expected to be in effect on January 1, 2008. It is
appropriate to include this wage increase in test year expense
because it wil l  be known and measurable at the time that the
hearings in this rate proceeding wi l l  be held and when the
approved rates are in effect. Test year payroll expense would
increase by $1,608,587 and payroll tax expense would increase by
$112,551 from the test year adjusted expense as filed. Please see
the Excel 'f i le STF 1.86 Payroll & Payroll Tax Expense on the
enclosed CD. The Excel tile on the CD is not identified by Bates
numbers

RES P ONDENT: Janet Zaidenberg-Schrum

WITNES S ES Dallas Dukes - Postage Expense
Dawn Sabers - Payroll & Payroll Tax Expense



Attachment RCS-5
Page 98 of 154

9

V

TUCSON ELECTRIC POWER COMPANY

DATA RESPONSE STF 1.118 - POSTAGE EXPENSE
TEST YEAR EN[)ING DECEMBER 31, 2005

STF 1.118 (a)

Postage Expense By FERC

FERC
0107

0426
0500
0506
0512
0553
0570
0573
0588
0903

0910

0921
0925

0930

: o u r
0.00

9.20

0.00
0.00
0.00
0.00
0.00
0.00
0.00

1 ,093,052.58

0.00
153,658.33

0.00
16.25

9.4'5

0.00
14.40

0.00
0,00
0.00

135.45
58.31
0.00

1214,206.64

0.00

94,807.74

0.00
15,19

2005

0.00
0.00

1B2.09
(16209)

131 .59
15.32

0.00
0.00

41.25
1.220,42B.55

0.00
201 ,430.86

(21.98)
10.75

Total 1,24s,73s.s6 1,309,247.21 I 1,422,037.35

' rough Sept 2007

STF 1.118 (b)

Sep-07

DeC-06

Dec-05
Dec-04

Prepaid Balances

303,857.37

198.424.52
80,395.00

0.00

I, 309,247

1-05
I ,  3 7 4 ,  ' ? 0 9 ' 3 "

a00*° wQwae.
4.r~cxtaue. -Gs M 39*-to *N
Qmwaw "Tab* YM(

1,37J*,709
1,309,247

6 5 , 1 * 6 2 - T

QQ_v=5Q& €»<g¢v¥>c,
"Tab-\' o f

'1.f~4*ccse UA xpeme,

2006

TEP(0402)010404
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TUCSON ELECTRIC POWER COMPANY'S
RESPONSES TO STAFF'S FIRST SET

OF DATA REQUESTS
DOCKET nos. E-01933A.-7-0402 et al

November 1. 2007

S TF 1.34 For each plant account, please provide the actual cost of removal and net
salvage information for each year, 1999 through 2006

RES P ONS E Please see the response to STP 1.5

RESPONDENT Dr. Kimbugwe A. Kateregga

WITNESS Dr. Kimbugwe A. Kateregga
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TUCSON ELECTRIC POWER COMPANY'S
RESPONSES TO STAFF'S FIRST SET

OF DATA REQUESTS
DOCKET nos. E-01933A-07-0402 et al.

November 1, 2007

STF 1.5 Please provide the databases that TEP provided to Dr. Kateregga. Provide
these in electronic format, readable in Excel.

Provide an explanation and detailed definition for each field in the
database.

Ident i f y the exact source document(s) for each Held in the
database.

RESPONSE: Please see STF 1.5 (ATS Coding Instructions), Bates Nos.
TEp(0402)017743 to TEP(0402)017156, and STF 1.5 (Database) gr the
enclosed CD. The Excel 'mile on the enclosed CD is not identified by Bates
numbers.

The columns headings are self-explanatory.

Please see Dr. Kimbugwe A. Kateregga's Direct Testimony,
Exhibit KAK-1, page 10.

RESPONDENT :

WITNESS :

b.

a.

b.

a.

Dr. Kinnbugwe A. Kateregga

Dr. Kimbugwe A. Kateregga
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TUCS ON ELECTRIC POWER COMPANY'S
RESPONSES TO STAFF'S

ELEVENTH SET OF DATA REQUESTS
DOCKET no. E-01933A-07-0402 et al.

January 8, 2007

LA 11.35 PPFAC coal and carbon taxes. Refer to. Mr. Hutchins' testimony at page
40. Please provide TEP's best estimates of coal and carbon taxes for each
year, 2008 dirou8h 2011. IfTEP has a range of projections for such costs
please provide the range and describe in detail all assumptions upon which
TEP's estimates are based

RESPUNSE TEP believes that any estimate of coal and carbon taxes at this time is
purely speculative, and therefore, cannot provide an estimate

RESPONDENT: David Hutchens

WITNESS David Hutchins



ADJUSTMENT NAME: Springerville Unit No. !Adjustment

ADJUSTMENT TO: Rate Base

DATE SUBMITTED! May17, 2007

PREPARED BY: B. Porter

CHECKED BY- E. Fowler

REVIEWED BY' C. Dabelstein %  Y / x  4 18NO

FERC

ACCT FERC ACCOUNT DESCRIPTION DEBIT CREDIT

303 P.LS. - Misc. Intangible Plant $234,384

310 P.l.S. - Land & Land rights $2,709,372<

311 P,l.S. - Structures 8. ImproVeihehfS ` $21 ,856,495

312 P.l.S. - Boiler Plant Equipment $44,695,709

314 P.l.S. - Turbogenerator Units $12,488,550

315 P.l.S. - Accessory Electric Equipment $1,030,738

316 P.l.S. - Misc. Power Plant Equipment $840,896

350 P.I.S. Land & Land Rights $8,686

390 P.l.S. - Structures 8. Improvements $92,674

391 P.LS. - Office Furniture & Equipment $1 ,012,839 (

393 P.LS. - Stores Equipment $201,112

394 P.LS. - Tools, Shop, Garage Equipment $1538.1744

395 p.l.s. - Laboratory Equipment $654,036

396 P.l.S. - Power Operated Equipment $2,306,159

397 P.l.S. - Communications Equipment $738,465

398 P.l.S. - Miscellaneous Equipment $1,955,861

303 Acc um. Dap. - Misc. Intangible Plant $259,958< v

310 Acc um. Dep. - Land & Land rights $1,288,G05'
»'

311 Acc um. Dep. - Structures & Improvements $12,760,129<
r

312 Acc um. Dwep. - Boiler Plant Equipment $8,520,420<

314 Acc um..Dap. - Turbogenerator Units $3,465,551<
r

r

315 Acc um. Dap. - Accessory Electric Equipment $212,504
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TUCSON ELECTRIC POWER COMPANY

RATE BASE PRO FORNIA ADJUSTMENT

TEST YEAR ENDED DECEMBER 31, 2008

vi' |

a

/ ¢

41 .

4

G:\PLANTACC\Fa Monthly Closlng\Special Projects\Rate Case\2006 TEP\Final Rate Case Dec 2006\Springerville
No. 1 Adjustment-Pto Forma 2006

TEP(0402)003364



$1.93,805<316

390 Acc um . Dep - Structures & Improvements $16,877

391 Acc um. Dep. Office Furniture & Equipment m$839, 178<

393 Acc um. Dep. - Stores Equipment $211,417<

394 Acc um. Dap. - Tools, Shop, Garage Equipment $986_481*( U

395 Acc um. Dep. Laboratory Equipment $320»6504

398 Acc um. Dep. - Power Operated Equipment $475,285
,
_ r

397 Acc um. Dep. - Con mu fictions Equipment $417,838 /
398 Acc um. Dep. - Miscellaneous Equipment $432,974

$30,384,805 $92,541,027
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Acc um. Dap. - Misc. Power Plant Equipment

/

ENTRY TOTAL

NET ENTRY ($62,156,222)

Reason for Adlsutment

To remove the investment in Springerville Unit No. 1 and its share of common facilities costs.

G:\PLANTACC\F2 Monthly Closing\Special Projects\Rate Case\2006 TEp\Final Rate Case Dec 2006\Springerville
No. 1 Adjustment-Pro Forma 2006

TEP(0402)003365



ADJUSTMENT NAME: Luna Plant Costs

ADJUSTMENT TO: Rate Base

DATE SUBMITTED: May 11, 2007

PREPARED BY: B. Porter

CHECKED BY: E. Fowler

REWEWED BY: C. Dabelstein

FERC

ACCT FERC ACCOUNT DESCRIPTION DEBIT CREDIT

3t7 P.l.S. - Asset Retirement Costs - Steam Production $22,787

340 P.l.S. - Land 8= Land Rights $0 $1 ,526,387

341 P.I.S. - Structures & Improvements $12,840,376

342 P.l.S. - Fuel Holders, Products, and Accessories $11,430,397

344 P.l.S. - Generators
$15,622,018

346 P.l.S. - Misc. Power Plant Equipment $7,347,169

353 P.LS. - Stat§>n Equipment $ 141»051

317 Acc um. Dep. - Asset Retirement Costs - Steam Production $242

340 Acc um. Dap. - Land & Land Rights 827,787

341 Acc um. Dap. - Structures & Improvements $233,748

342 Acc um. Dep.- Fuel Holders, Products, and Accessories $208.081

344 Acc um. Dap. - Generators $284,386

346 Acc um. Dep.- Misc. Power Plant Equipment $133,749

353 Acc um. Dap. - Station Equipment $3,127

154 Materials 8¢ Supplies $628,849

165 Prepayments
$91,019

TUCSON ELECTRIC POWER COMPANY

RATE BASE PRO FORMA ADJUSTMENT

TEST YEAR ENDED DECEMBER 31, 2006
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ENTRYTOTAL

NET ENTRY ($48,758,933)

Reason for Adjustment

To remove the net plant investment, fuel inventories and materials and supplies at Luna Generating station at t2131/06

TEP(0402)003270
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Tucson Electric Power Company

Regulatory Asset

Test Year Ended December 31, 2006

Deferred Direct Access Costs

Balance of regulatory asset in FERC 182.3 (deferred amortization) @ 12/31/D6

Total Direct Access Costs to be recovered InRate Base

511,153,016

$11,153,016

Adjustment to test year expense

Amortization of Direct Access Costs over 4 years.

14
52,788,254

Explanation of declass of intangible plant to regulatory asset:

The balance in the regulatory asset represents deferred amortization of the capitalized direct access costs.

Deferred Divestiture Costs

Balance of regulatory asset in FERC 182.3 (deferred amortization) @ 12/31/06

Total Deferred Divestiture Costs to be recovered inRate Base

$1,193,003

$1,193,003

Adjustment to test year expense

Amortization of Deferred Divestiture Costs over 4 years.

14

$295,251

Reason for Ad[ustment

To increase rate base for divestiture costs deferred in accordance with Decision No. 60977 and Decision No, 62103.

Deferred Genco Seperation Costs

Balance of regulatory asset in FERC182.3 (deferred amortization) @ 12/31/06

Total Deferred GenCo Seperatlon Costs to be recovered inRate Base

$164,026

$164,026

Adjustment to test year expense

Amortization of Deferred GenCo Seperation Costs over 4 years.

14

$41 ,007

Reason for Adjustment

To increase rate base for GenCo separation costs deferred in accordance with Decision No. 62103.

San Juan Coal Contract Amendment

Contract AmendmentFee Paid

Plus Transaction Costs (attorneys fees)

Less Tax Refund

Total San Juan Contract Amendment Fees to be recovered in Rate Base

$15,413,887

155,309

(838,107)

514,731,089

Adjustment to test year expense

Amortization of San Juan Coal Contract Termination Costs over 4 years

14

$3,682,772

Reason for Adjustment

To reflect in rate base the consideration paid to amend the former coal contract for the San Juan generation station

Page 1 of 2 6/14/2007 8:25 AM
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Tucson Electric Power Company

Regulatory Asset

Test Year Ended December 31, 2006

Sundt Coal ContractTermination Fee

Contract Fee Paid

Plus Transaction Costs (economic consultant)

Total Sundt Coal Contract Termination Fee to be recovered inRate Base

$11,250,000

$11 ,259.934

Adjustment to test year expense

Amortization of Sundt Coal Termination Fee over 4 years
14

$2.a14.984

Reason for Adiustment

To reflect in rate base the consideration paid to terminate the coal contract for the Sundt generation station

Deferred Desert StarindWest Connect Finding

Desert Star long term receivable

Desert Star longterm interestreceivable

West Connect charges

PlusRelated Outside Counsel Costs

s446.129

251.970

273.445

731.254

Total Deferred Desert Star and West Connect Funding to be recovered in Rate Base $1 ,702.798

Adjustment to test year expense

Amortization of Deferred Desert Star and West Connect Funding

14

5425,700

Reason for Adjustment

To reflect in rate base the funding and related costs for Desert Star and West Connect

$7,251,358

Financing Costs - Generation

Financing Costs - Generation

Total Deferred Financing Costs - Generation to be recovered inRake Base $1.251

Adjustment to test year expense

Amortization of Financing Gods - Generation

14

812,840

Reason for Adjustment

To reflect in rate base the financing costs for generation

Total 182.3 Regulatory Assets $47,455,224

Annual Amortization $11 .8B3.806

Page 2 of 2 6/14/2007 B325 AM
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Tucson Electric Power Company

Regulatory Asset

Test Year Ended December 31, 2006

BALANCE QUERY File: Balance Query 05

Company: 002

Aw. Description UNS GL SubAccount: Direct Access Team

Sheet:Aec4,Subacct PeriodName:DEC-06 RunDate: 22-MAR-07

Dame

DEC-06

Account Sub Account Title

18190 1508 Other Regulatory Deferrals

Credits

11,153,015.06 0.00 0.o0

Begin Bal Debits Period Net Balance

0.00 11,153,015.06

Sum 11,153,015.06 0.00 0.00 D.00 11,153,015.06

BALANCE QUERY Flloz Balance Query 05

Company: 002

Acct. Description UNS GL SubAccount: Evil Divest Generation

Sheet: Acct, Subacct Period Name: DEC~06 Run Date: 22-MAR-07

Date

DEC-06

Begin Bal Debits Period Not BalanceAccount Sub Account Tltie

18190 1509 Other Regulatory Deferrals

owls
1,193,002.55 0.00 0.00 0.00 1,193,002.55

Su m 1,193,002.55 0.00 0.00 QQ() 1,193,002.55

BALANCE QUERY File: Balance Query 05 Sheet: Acct, Subacct Period Name: DEC-06 Run Date: 22-MAR-D7

Company: 002

Acct. Descriptlon UNS GL SubAccount: Genco Separation

Date

DEC-06

Begin Bal D9bI8 Credits Period Nat BalanceAccount Sub Account Tltio

18190 1510 Other Regulatory Deferrals 154,025.84 ~ 0.00 .. o.m -0.0o ---1s4,025.a4

Sum 154,025.84 0.00 0.00 0.00 164,025.84
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TUCSON ELECTRIC POWER COMPANY'S
RESPONSES TO STAFF'S

FOURTEENTH SET OF DATA REQUESTS
DOCKET no. E-01933A-07-0402 et al.

January 14, 2008

STF-14-38. Working Capital. Please provide the monthly amounts of fuel inventory
for the 60 months ended September 30, 2007.

RES P ONS E : Please see STF-14-38, on the enclosed CD for the monthly amounts of
fuel inventory for the 60 months Nom October 1, 2002 through
September 30, 2007. The Excel Elle on the CD isnot identified by Bates
numbers.

RES P ONDENT :

WITNES S  :

Janet Zaidenb org-Schrurn

Karen Kissinger



Tucson Electric Power Company

STF 14-38: Fuel Inventory Balances

60 Months Ended September so, 2007
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BALANCE QUERY File: TEP STF 14-38 Fuel lnventory.dis Sheet TEP Fuel inv 60 Months

Run Date; 03»JAN~08 02.31.16 PM, Currency Code: use, Account 12000, 12010, 12020, 12030
Co: 002, Period Name: OCT-02, NOV-02, DEC-02, JAN-03, FEB~03, MAR-03, ApR-oa, MAy-03, JUN-03,

JUL-03, AUG-03, SEP-03, OCT-03, NOV-03, DEC-03, JAN~04, FEB-04, MAR-04, APR-04, MAy-04, JUN-04,

JUL-04, AUG-04, SEP-04, OCT-04, NOV-04, DEC-04, JAN-05, FEB-05, MAR-05, ApR-05, MAY-05, JUN-05,

JUL-05, AUG~05, SEP-05, OCT-05, NOV-05, DEC-05, JAN-06, FEB-06, MAR-06, APR-06, mAy06, JUN-06,

JUL-06, AUG-06, SEP-06, OCT-06, NOV-06, DEC-06, JAN-07, FEB-07, MAR-07, APR-07, MAY-07, JUN-07,

JUL-07, AUG-07, SEP-07

Acct. Account Tltle Da te End Balance

12000

12010

12020

12030

12000

12010

12020

12030

12000

12010

12020

12030

12000

12010

12020

12030

12000

12010

12020

12030

12000

12010

12020

12030

12000

12010

12020

12030

12000

12010

12020

12030

12000

12010

12020

12030

12000

12010

12020

12030

12000

OCT~02

OCT-O2

OC T-0 2

OC T-0 2

NOV-0 2

NOV~02

NOV-0 2

NOV~02

DEC-O2

DE C-0 2

DE C-0 2

DE c  0 2

J AN-03

J AN-03

J AN-03

J AN-03

FEB-03

FEB-03

FEB-03

FE B-03

MAR -0 3

MAR -0 3

MAR»03
MAR -0 3

APR»03
AP R -0 3

AP R-03

AP R-03

MAY-0 3

MAy-0 3

MAY-0 3

MAY-0 3

J UN-03

J UN-03

J UN-03

J UN~03

J UL-03

J UL-03

J UL-03

J UL-03

AUG-0 3

AUG-0 3

AUG~03

AUG-0 3

S E P -03

S E P -03

S E P -03

S EP -D3

12010

1 2 0 2 0

12030

12000

12010

12020

12030

Fuel - Coal Inventory

Fuel - Oil Inventory

Fuel - Gas Inventory

Undistributed Fuel Handling Exp

Fuel - Coal Inventory

Fuel - oil Inventory

Fuel - Gas Inventory

Undistributed Fuel Handling Exp

Fuel - Coal Inventory

Fuel - oil Inventory

Fuel Gas Inventory

Undistributed Fuel Handling Exp

Fuel . Coal Inventory

Fuel . oil Inventory

Fuel - Gas Inventory

Undistributed Fuel Handling Exp

Fuel - Coal Inventory

Fuel - Oil Inventory

Fuel - Gas Inventory

Undistributed Fuel Handling Exp

Fuel - Coal Inventory

Fuel - Oil Inventory

Fuel - Gas Inventory

Undistributed Fuel Handling Exp

Fuel - Coal Inventory

Fuel - Oil Inventory

Fuel - Gas Inventory

Llndistributed Fuel Handling Exp

Fuel - Coal Inventory

Fuel - Oil Inventory

Fuel - Gas Inventory

Undistributed Fuel Handling Exp

Fuel - Coal Inventory

Fuel . oil Inventory

Fuel - Gas Inventory

Undistributed Fuel Handling Exp

Fuel - Coal Inventory

Fuel - Oil Inventory

Fuel - Gas Inventory

Undistributed Fuel Handling Exp

Fuel - Coal Inventory

Fuel - oil Inventory

Fuel - Gas Inventory

Undistributed Fuel Handling Exp

Fuel - Coal Inventory

Fuel - Oil Inventory

Fuel . Gas Inventory

Undistributed Fuel Handling Exp

$8,136,055.94

$1_158,178.66

$28057619

563,629.27

$8,593,421.37

$1,242,614,74

587,358.18

577,547,74

$11,627,455.13

$1,158,002.44

$551,108.95

$59,372,69

$12,140,790.08

$1,0s5,090,20

$468,618.39

$80,570.30

$12,592,061,48

$1 ,076,530.80

$64,350.42

$90,136.43

$11_500,959BD

$988,829.73

$274,113.53

589.48134

$12_707,439.30

$1 _303,223.80

$545,168.39

$71_3107S

$14/462,158.49

$1260,744.72

$412,533.47

581.050.21

$14_S57.360.01

$1.161.723.94

$ 1 8 6 9 6 0

590,932.04

$12,650,146/44

$1,229.059_01

$93.632.40

574,845.90

$10_519.285,58

$1,123.15088

$192.776.24

$61,395.13

$9,295,141.03

$1 .122,320.86

$104,132.06

$53,794.91

Page 1 of 5 2115/2008 12:15 PM



Tucson Electric Power Company

STF 14-38: Fuel Inventory Balances

60 Months Ended September 30, 2007
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BALANCE QUERY File: TEP STF 14-35 Fuel lnventory.dis Sheet: TEP Fuel Inv 60 Months

Run Date; 03»JAN-08 02.31,16 PM, Currency Code: use, Account: 12000, 12010, 12020, 12030
Co: 002, Period Names OCT-02, NOV-02, DEC-02, JAN-03, FEB-03, MAR~03, APR~D3, MAY-03, JUN-03,

JUL-03, AUG-03, SEP-03, OCT-03, nov-03, DEC-03, JAm04, FEB-04, MAR-04, APR-04, MAY-04, JUN-04,

JUL-04, AUG-04, SEP-04, OCT-04, NOV-04, DEC-04, JAN-05, FEB-05, MAR-05, APR-05, MAY-05, JUN-05,

JUL-05, AUG-05, SEP-05, OCT-05, NOV~05, DEC-05, JAN-06, FEB-06, AmR.os, APR-06, MAY-06, JUN-06,

JUL-06, AUG-06, SEP-06, OCT-06, NOV-06, DEC-06, JAN-07, FEB-07, MAR-07, APR~07, MAY-07, JUN-D7,

JUL-07, AUG-07, SEP-07

Acct. Account Title Date End Balance

12000

12010

12020

12030

12000

12010

12020

12030

12000

12010

12020

12030

12000

12010

12020

12030

12000

12010

12020

12030

12000

12010

12020

12030

12000

12010

12020

12030

12000

12010

12020

12030

12000

12010

12020

12030

12000

12010

12020

12030

12000

12010

12020

12030

OCT-03

OCT-03

OCT-03

OCT-03

NOV-03

NOV-03

NOV-03

NOV-D3

DEC-03

DEC-03

DEC-03

DEC-03

JAN-D4

JAN-04

JAn-04

JAN-04

FEB-04

FEB-D4

FEB-04

FEB-04

MAR-04

MAR-04

MAR-04

MAR-04

APR-04

APR-04

APR-04

APR-04

MAY-04

MAY-04

MAY-04

MAY-04

JUN-04

JUN-04

JUN-04

JUN-04

JUL-04

JUL-04

JUL-04

JUL-D4

AUG-04

AUG-04

AUG-04

AUG-04

SEP-04

SEP-04

SEP-04

SEP~04

$11,z70,517.59

$1,138,775.02

$284,199.47

$5B,772,77

$11 ,754,05B30

51,075,112.B0

$129,815.23

552391.04

$12,730,14952

$1,175,82997

($0.01)

555,082.71

$12,529,212.50

$1,154,899.51

$149,181.51

559,008.45

512,448.894.91

$1,110,498.78

$0.00

576,006.98

$12,282,915.48

$1 ,203,59338

5120,449.73

$69.411 99

$11.028_215,27

51,210,268.75

$0.00

557_2B838

$10,698,031.5G

$1,283,032.35

$0.01

549.34053

$12_001_559.83

$1.309,255.44

$ 0 0 0

546.01946

s13_187.2e2.59

$1_312_185.27

$0.01

$50,868.59

$13.400.774.52

$1_357,6B5.61

$0.01

$65,892.01

$15.925.613.28

$1.3B5.870.20

$0.01

$B0,843.62

12000

12010

12020

120a0

Fuel - Coal Inventory

Fuel - Oil Inventory

Fuel - Gas Inventory

Undistributed Fuel Handling Exp

Fuel . Coal Inventory

Fuel - Oil Inventory

Fuel - Gas Inventory

Undistributed Fuel Handling Exp

Fuel - Coal Inventory

Fuel - Oil Inventory

Fuel - Gas Inventory

Undistributed Fuel Handling Exp

Fuel . Coal Inventory

Fuel . Oil Inventory

Fuel Gas Inventory

Undistributed Fuel Handling Exp

Fuel - Coal Inventory

Fuel - Oil Inventory

Fuel - Gas Inventory

Undistributed Fuel Handling Exp

Fuel - Coal Inventory

Fuel - Oil Inventory

Fuel . Gas Inventory

Undistributed Fuel Handling Exp

Fuel - Coal Inventory

Fuel . Oil Inventory

Fuel - Gas Inventory

Urldistributed Fuel Handling Exp

Fuel - Coal Inventory

Fuel - Oil inventory

Fuel - Gas Inventory

Undistributed Fuel Handling Exp

Fuel - Coal Inventory

Fuel . Oil Inventory

Fuel - Gas Inventory

Undistributed Fuel Handling Exp

Fuel - Coal Inventory

Fuel - oil Inventory

Fuel . Gas Inventory

Undistributed Fuel Handling Exp

Fuel - Coal Inventory

Fuel - Oil inventory

Fuel - Gas Inventory

Undistributed Fuel Handling Exp

Fuel - Coal inventory

Fuel - oil Inventory

Fuel - Gas Inventory

Undistributed Fuel Handling Exp

Page 2 of 5 2/15/2008 12115 PM



Tucson Electric Power Company

STF 14-38: Fuel Inventory Balances

60 Months Ended September 30, 2007

Attachment RCS-5
Page 111 of 154

BALANCE QUERY File: TEP STF 14-3B Fuel Inventory.dis Sheet; TEP Fuel Inv 60 Months

Run Date: 03-JAN-08 0231.16 PM, Current Code: USD, Account; 12000, 12010, 12020, 12030

Co: 002, Period Name; OCT-02, NOV-02. DEC-02, JAN-03, FEB-03, MAR-03, APR-03, MAY-03, JUN~O3,

JUL-03, AUG-03, SEP-03, OCT~O3, NOV~03, DEC-03, JAN-04, FEB-04, MAR-04, APR»04- MAY-04, JUN-04,
JUL-04, AUG-04, SEP-04, OCT-04, NOV-04. DEC-04, JAN-05, FEB~D5, MAR-05, APR-05, MAY-05. JUN-05,

JUL-05, AUG-05, SEP-05, OCT-05, NOV-05, DEC-05, JAN-06, FEB 06, MAR-06, APR-06, MAY-06, JUN-06,

JUL-06, AUG-06, SEP-06, OCT-06, NOV-06, DEC-06, JAN-07, FEB-07, MAR-07, APR-07, MAY-07, JUN-07,

JUL~O7, AUG-07, SEP-07

Acct. Account Title Date E n d  Ba la n c e

12000

12010

12020

12030

12000

12010

12020

12030

12000

12010

12020

OCT-04

OCT-04

OCT-04

OCT-04

NOV-04

NOV-04

N OV-04

NOV-04

$12,099,563.79

$1,542,009.10

$0.01

585_858.00

$17,488,23687

$1 ,488,945,06

$001

5113,108.21

$13,392,32B24

$1.354.BB9.10

12030

12000

12010

12020

12030

12000

12010

DE C-0 4

DE C-0 4

J An -0 5

J AN-05

J AN-05

JAN-05

FE B-0 5

FE B-0 5

FE B-0 5

FE B-0 5

$97,11900

$13_561_547.01

$1,476,168.18

$345.7B958

595,577.44

$13,B08,294,04

$1280,091.30

$232_17406

$82,189.46

$15.288_613.99

$1.563_733,B6

APR-05

APR-05

APR-05

APR-05

882.71721

$18.520,526.73

$1 _408,50640

$62.431,89

$18.889.596.99

$1.476.7B7.12

559_45803

$14_935.454.58

$1.433_016.56

535,277.48

s17.509.570.09

$1_896_197.74

$51.134.52

$21 .638,594.35

$1 ,958,533.30

$107,701 .08

517.790,938,61

$2,184,735.10

12020

12030

12000

12010

12020

12030

12000

12010

12020

12030

12000

12010

1 2 0 2 0

12030

12000

12010

12020

12030

12000

1 2 0 1 0

12020

12030

12000

12010

12020

12030

12000

12010

12020

12030

Fud . Coal Inventory

Fuel - Oil Inventory

Fuel - Gas Inventory

Undistributed Fuel Handling Exp

Fuel Coal Inventory

Fuel - Oil Inventory

Fuel - Gas Inventory

undistributed Fuel Handling Exp

Fuel - Coal Inventory

Fuel - Oil Inventory

Fuel - Gas Inventory

Undistributed Fuel Handling Exp

Fuel - Coal Inventory

Fuel Oil Inventory

Fuel - Gas Inventory

Undistributed Fuel Handling Exp

Fuel - Coal Inventory

Fuel - Oil Inventory

Fuel - Gas Inventory

Undistributed Fuel Handling Exp

Fuel - Coal Inventory

Fuel _ Oil Inventory

Fuel . Gas Inventory

Undistributed Fuel Handling Exp

Fuel - Coal Inventory

Fuel - oil Inventory

Fuel - Gas Inventory

Undistributed Fuel Handling Exp

Fuel - Coal Inventory

Fuel - Oil Inventory

Fuel -Gas Inventory

Undistributed Fuel Handling Exp

Fuel - Coal Inventory

Fuel - Oil Inventory

Fuel - Gas Inventory

Undistributed Fuel Handling Exp

Fuel - Coal Inventory

Fuel . Oil Inventory

Fuel - Gas Inventory

Undistributed Fuel Handling Exp

Fuel - Coal Inventory

Fuel - Oil Inventory

Fuel - Gas Inventory

Undistributed Fuel Handling Exp

Fuel - Coal Inventory

Fuel - Oil Inventory

Fuel - Gas Inventory

Undistributed Fuel Handling Exp

J UN-05

J UN-05

J UN~05

J UN-05

J UL-05

J UL~05

J UL-05

J UL-05

AUG-D5

AUG-0 5

AUG-0 5

AUG-D5

S E P -05

S E P -05

S E P -05

S E P -0 5 $108,891.80

Page 3 of 5 2115/2008 12:15PM



Tucson Electric Power Company
STF 14-38: Fuel inventory Balances

60 Months Ended September to, 2007

Attachment RCS-5
Page 112 of 154

BALANCE QUERY File: TEP STF 14-38 Fuel Inventory.dis Sheet; TEP Fuel Inv 60 Months
Run Date: 03-JAN-0B 02.31.16 PM, Currency Code: use, Account; 12000, 12010, 12020, 12030
Co: 002, Period Name: CCT-02, NOV-02. DEC-02, JAN~03, FEB-03, MAR-03, APR-03, MAY-03, JUN-03,

JUL-03, AUG-03, SEP-03, OCT-03, NOV-03, DEC-03, JAN-04. FEB-04, MAR-04, APR-04, MAY-04, JUN-04,
JUL-04, AUG-04, SEP-04, OCT-04, NOV-04, DEC~04, JAN-05, FEB-05, MAR-05, APR-05, MAY-05, JUN-05,
JUL~05, AUG-05, SEP-05, OCT-05, NOV-05, DEC-05, JAN-OB, FEB-06, mAR-os, APR-06, MAY-06, JUN-06,
JUL-06, AUG-08, SEP-06, OCT-06, NOV-06, DEC-06, JAN-07, FEB-07, MAR-07. APR-07, MAY-07- JUN-07,
JUL-07, AUG-07, SEP-07

Acct Account 'Iltle Date End Balance

12000

12010

t2o20

12030

12000

12010

12020

12030

OCT-05

OCT~05

OCT-05

0CT-05"

12000

NOV-05

NOV-05

NOV-05

NOV-05

DEC-05

DEC-05

DEC-05

DEC-05

JAN-OG

JAN~06

JAN-06

JAN-06

FEB-OB

FEB-06

FEB-D6

FEB-06

12010

12020

12030

12000

12010

12020

12030

12000

12010

12020

12030

12000

APR-06

APR-06

APR-D6

JUN-05

JUN~0B

JUN-06

12010

12020

12030

12000

12010

12020

12030

12000

12010

12020

12030

12000

12010

12020

12030

12000

12010

12020

12030

12000

12010

12020

12030

12000

JUL-06

$16,952,27138
$2,075,897.50

$1.06
$69,005.18

$15,857,045.95

$2,603,47723
$1.07

$50,253.59

$15,062,963,41
$2,6B0,73323

$1 05
$71,83708

$14,823,25982
52,667,821 .38

$1.05

576,962.72
$15,620,357,64
$2.529,564.50

$1 ,as
588,590.23

$14.977_215.73
$2_910_138.35

$1.05
574_770.18

$17,B36,114.99
$1_785,722.62

$1 .04
$BG_28307

$19.653,640.33
$1,584.645.20

$1_04
$90.61936

$19.612,9B9,31
$1 ,469,24632

$1.05
579.920.93

s17.s27.187.11
$1.648_727,84

12010

12020

12030

Fuel - Coal Inventory

Fuel - oil Inventory

Fuel - Gas Inventory

Undistributed Fuel Handling Exp

Fuel - Coal Inventory

Fuel - Oil Inventory

Fuel - Gas Inventory

Undistributed Fuel Handling Exp

Fuel - Coal Inventory

Fuel - oil Inventory

Fuel - Gas Inventory

Undistributed Fuel Handling Exp

Fuel . Coal Inventory

Fuel - Oil Inventory

Fuel Gas Inventory

Undistributed Fuel Handling Exp

Fuel - Coal Inventory

Fuel - Oil Inventory

Fuel . Gas Inventory

Undistributed Fuel Handling Exp

Fuel - Coal Inventory

Fuel - Oil Inventory

Fuel - Gas Inventory

Undistributed Fuel Handling Exp

Fuel - Coal Inventory

Fuel . Oil Inventory

Fuel _ Gas Inventory

Undistributed Fuel Handling Exp

Fuel - Coal Inventory

Fud - Oil Inventory

Fuel - Gas Inventory

Undistributed Fuel Handling Exp

Fuel . Coal Inventory

Fuel - Oil Inventory

Fuel - Gas Inventory

Undistributed Fuel Handling Exp

Fuel _ Coal Inventory

Fuel - Oil Inventory

Fuel - Gas Inventory

Undistributed Fuel Handling Exp

Fuel . Coal Inventory

Fud - Oil Inventory

Fuel - Gas Inventory

Undistributed Fuel Handling Exp

Fuel - Coal Inventory

Fuel - oil Inventory

Fuel - Gas Inventory

Undistributed Fuel Handling Exp

JUL-OB

JUL-06

AUG-06

AUG-06

AUG-DB

AUG-06

SEP-06

SEP-06

SEP-06

SEP-D6

$70,047.66
514_944.753.82
$2,144,377,79

$1 .06
$140,580.70

$15_477,Q85.25

$2.698/420.12
$1.06

$50.942.65

Page 4 of 5 2/15/2008 12115 PM



Tucson Electric Power Company

STF 14-38: Fuel Inventory Balances

60 Months Ended September au, 2007
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Page 113 of 154

BALANCE QUERY File: TEP STF 14~38 Fuel lnventory.dis Sheet; TEP Fuel Inv 60 Months

Run Date: 03-JAN-08 02.31.16 PM, Currency Code: use, Accounts 12000, 12010, 12020, 12030

Co: 002, Period Name: OCT~02, NOV-02, DEC-02, JAN-03, FEB-03, MAR-03, APR-03, MAY-03, JUN-03,

JUL-03, AUG-03, SEP-03, OCT-03, NOV-03, DEC-03, JAn-04, FEB-04, MAR-04, APR-04, MAY-04, JUN-04,

JUL-04, AUG-04, SEP-04, OCT-04, NOV-04, DEC-04, JAN-05, FEB-05, MAR-05, APR-05, MAY-05, JUN-05,

JUL~05, AUG-05, SEP-05, OCT-05, NOV-05, DEC-05, JAN-OG, FEB-05, M°\R~08, APR-06, MAY-OB, JUN-06,
JUL-06, AUG-06, SEP-06, OCT-06, NOV-06, DEC-06. JAN-07, FEB-07, MAR-07, APR-07, MAY-07, JUN-07,

JuL-07, AuG-07, sEp-07

Acct. Account Title Date End Balance

12000

12o10

12020

12030

12000

12010

12020

12030

12000

12010

12020

12030

12000

12010

12020

12030

120c0

12010

12020

12030

12000

12010

12020

12030

12000

12010

12020

12030

12000

12010

12020

12030

12000

12010

12020

12030

12000

12010

12020

12030

12000

12010

12020

12030

12000

12010

12020

12030

Fuel - Coal Inventory

Fuel - Oil Inventory

Fuel - Gas Inventory

Undistributed Fuel Handling Exp

Fuel ..Coal Inventory

Fuel - oil Inventory

Fuel . Gas Inventory

Undistributed Fuel Handling Exp

Fuel - Coal Inventory

Fuel . Oil Inventory

Fuel - Gas Inventory

Undistributed Fuel Handling Exp

Fuel Coal Inventory

Fuel . Oil Inventory

Fuel - Gas Inventory

Undistributed Fuel Handling Exp

Fuel - Coal Inventory

Fuel - Oil Inventory

Fuel - Gas Inventory

Undistributed Fuel Handling Exp

Fuel - Coal Inventory

Fuel . oil Inventory

Fuel . Gas Inventory

Llndistributed Fuel Handling Exp

Fuel - Coal Inventory

Fuel - Oll Inventory

Fuel _ Gas Inventory

Undistributed Fuel Handling Exp

Fuel . Coal Inventory

Fuel - Oil Inventory

Fuel - Gas Inventory

Undistributed Fuel Handling Exp

Fud - Coal Inventory

Fuel - Oil Inventory

Fuel - Gas Inventory

Undistributed Fuel Handling Exp

Fuel .. Coal Inventory

Fuel - Oil Inventory

Fuel . Gas Inventory

Undistributed Fuel Handling Exp

Fuel - Coal Inventory

Fuel - Oil Inventory

Fuel . Gas Inventory

Undistributed Fuel Handling Exp

Fuel - Coal Inventory

Fuel - oil Inventory

Fuel - Gas Inventory

Undistributed Fuel Handling Exp

OCT-06

OCT-06

OCT-06

OCT-06

NOV-D6

NOV-06

NOV-06

NOV-06

DEC-DS

DEC-06

DEC-06

DEC-06

JAN~07

JAN-07

JAN-07

JAN-07

FEB-07

FEB-07

FEB-07

FEB-07

MAR-07

MAR»07
MAR-07

MAR»07
APR-07

APR-07

APR-07

APR-07

MAY-07

MAY-07

MAY-07

MAY-07

JUN-07

JUN-07

JUN-07

JUN-07

JUL-07

_IUL.07

JUL-07

JUL-07

AUG-07

AUG-07

AUG-07

AUG-07

SEP-07

SEP-07

SEP-07

SEP-07

$15,041,934.21

s2,525,756.81

$1.07

$47,532.48

$17/098,384.52

52,734,885.20

so as

560,553.38

$17,973.415.38

$2,390,85241

$1.05

57S,99147

$18,559,832.32

$2,531 ,07175

5 1 0 6

$67,209,26

$19,0B2,215.25

$2,538,663.49

$1 ,oh

$49,33024

$20.743_845.22

$2.56B,643.3B

$1 06

$89.354.11

$26,403,299.34

$2.138_698.12

$1 .as

$91,53579

523.587,09651

$2.161_051.31

$1 OG

$75,585.81

$22_005,779.05

$2.393.05198

$1.06

($84,105.27)

$23,585,795.89

$2.425_201.57

$1.06

$72,533.10

$23,079,940.23

$2,074,296.78

5 1 0 6

$67.608,02

$24.234,417.53

$1_976,011.42

$1.06

$70,434.01

Page s of s 2/15/2008 12:15 PM
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TUCS ON ELECTRIC P OWER COMP ANY'S
RES P ONS ES  TO S TAFF'S

NINETEENTH S ET OF DATA REQUES TS
DOCKET NO. E-01933A--7-0402 e t a l.

J anuary 25, 2008

LA~19-15. Please refer to Ms. Kissinger's testimony at page 18, lines 23-25.

a. Please identify the specific cases relied upon for using a 13-month
average for Fuel Inventory as being "consistent with the treatment
of such accounts in prior rate cases."

When preparing such testimony was TEP or Ms. Kissinger aware
of Commission Decision No. 56659 (10/24/99)? If  not, explain
fully why not.

Please explain how TEP's calculation of Fuel Inventory in the
current TEP rate case is consistent with the Commission'sfindings
in Decision No. 56659, which states at page 23, among other
things, that: "The Commission Ends that the average dolly bum
rate should be used to calculate the fuel stock adjustment."

Does TEP agree that it would be reasonable to determine the rate
base al lowance for Fuel  Inv entory,  or at  least  for the coal
inventory, using an average dai ly bum calculation, as found
appropriate by the Commission in Decision No. 566597 If  not,
explain fully why not

Please provide the information necessary to state the rate base
allowance for Fuel Inventory, and, if different, for the portion of
Fuel Inventory represented by coal inventory, using average daily
burn information

Please provide a complete copy of TEP's policies and procedures
for maintaining a sufficient quantity of coal inventory on hand in
order to assure a reliable continuance of service

RESPONSE

b.

c.

d.

At the time the testimony was written, Ms. Karen Kissinger did not
seek a list of rate orders which used a 13-month average. Instead
she consulted with two former Commission Staff members as to
their recollection as to the most corr non inventory valuation
methodology authorized by the Commission; they both indicated
the 13-month average balance approach. There is no wri t ten
documentation of such consultation. Ms. Kissinger is aware that in
Decision No. 52632 (December 1, 1981), Commission Staf f
recommended the use of the 13-month average, but it was rejected
by the hearing off icer, who adopted the use of a test year-end
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TUCSON ELECTRIC POWER COMPANY'S
RESPONSES TO STAFF'S

NINETEENTH SET OF DATA REQUESTS
DOCKET no. E--1933A-07-0402 et al.

January 25, 2008

balance. Please see page 5, lines 2-6 of Decision No. 52632
(December 1, 1981).

Ye s .

c. It is  not.

The Company acknowledges that the Commission has applied this
methodology to the Company in the past. However, the Company
does not believe that it is the best determination to use in a
worldng capital calculation. The purpose of calculating working
capital is to determine the amount of cash it takes to operate a
business over time, recognizing that some costs of operation, like
inventory, have to be paid for in advance of service delivery, and
others me paid for after services are delivered, hence, the use of a
lead-lag study for parts of the determination of worldng capital.
The use of an optimum calculation presumes the Company has full
control over all aspects of the tiu el delivery process. Prior to
receiving the coal, the coal is subject to delivery issues both at the
mine site (such as shut downs for operational or strike issues,
moves of long walls) and during the delivery process while in the
hands of the rail shipper. At times, coal will need to be acquired in
advance of the need, so there will be more on hand than optimal
and at others, you simply won't be able to receive the shipments
you need, so you have less than optimal. In either event, the actual
worldng capital need is based on what fuel inventory you actually
received (and paid for) and are holding on site. The 13-month
historical average more properly recognizes the cash used in the
business, and that circumstances (over and short as compared to
optimal) will vary over time

b.

d.

Please see LA-19-14 (Avg Daily Burn 05-07), on the enclosed CD
for the calculation of an optimum coal and diesel oil inventory
level of $18.1 million, to which $78,000 of gas inventory is added
for a total of approximately $18.2 million. Please see the summary
of differences in the table below. The Excel file on the enclosed
CD is not identified by Bates numbers. LA-19-14 (Avg daily bum
05-07) contains confidential information and is being provided
pursuant to the terms of the Protective Agreement
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TUCSON ELECTRIC POWER COMPANY'S
RESPONSES TO STAFF'S

NINETEENTH SET OF DATA REQUESTS
DOCKET no. E-01933A-07-0402 et al

January 25, 2008

13-month average Optimum cc Difference

Coal $16,596.167.85 $16,868,628.00 3272,460.15

$2_297,767.06 $1,289,691.00 so .008.076.06

Gas $78.125.53 $78,125.53 $0.00

Total s18,972.060.44 $18,236,444.53 $735,615.91

TEP has a weekly operational meeting with the Vice Presidents
responsible for the' plants, and' Plant, Fuels, 'and"'Ma1isreting
Managers to discuss current operational issues. One o f  the
standing agenda topics is cod inventory at Sundt and Springerville
and what steps the Com pany m ay need to take to keep the
inventory at the target levels; . The' 'opem'ationta;l'target~levels-are
between 250,000 and 300,000 tons at SGS and 45,000 tons at
Sundt.

RESPONDENTS : Karen Kissinger (a, b, c and d)
Dave Jacobs (e and f)

WITNESSES : Karen Kissinger (a, b, c and cl)
Dave Hutchins (e and f)
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Tucson Electric Power Company
ADIT - Comparison of Total FERC ADIT xo Rate Case ADIT

Test Year Ended 12-31-2006

G:\TAXSVCS\Ratc Cases\TEP\l2-3] -06 Test Yea.r\ADI'I\[ADIT Summary Schedule 2006.xls]l Lead

Schedule M
12/31/06 ADIT
per FERC SQ

12/31/06
Rulemaking

ADIT
Memo

Refenznw

l.3C

l.3E

See 1.2

1.39

1.3K

2,397,546

424,908

12,814,262
34,064,446

232,786,890

23,266,3 I7

1,226,581

6,480,976

5,416,950

4,476, 194

2,021,871

2,361,395

313,265
12,798,253

25,690,675
1,243,438

8, 169

240,290

336,325

54,798
240,044

921 ,6s4

6,855,339

0

l .3G

1.315

/.'/3,

1.41//9

ACCOUNT 190

Amortization of CIP & Professional Fees

Accrued interest Expanse (CIAC)

Accrued Lease Interest

AMT Credit

Capital Lease Obligations NonCurrent
Capital Lease Obligations - Current

Bad Debt Expense

CIAC

Coal Contract Termination Fee - SGS
Coal Contract Termination Fee - San Juan

Cost of Goods Sold

Customer Advances

Dividend Equivalents

Emission Allowance Usage, Sales, & kiventory
FAS 106 & FAS 112

FAS 143 (Asset Retirement Obligations)

Gain on Reacquired Debt

Grand Canyon Tntst Reserve - San Jaun
'nvestmcnt in lnncom

incentive Compensation
Long-Term Incentive Compensation

Microwave Equipment

Pension - OCI

Moratorium Reduction/Lease Expense
Rabbi Tnxst

Reclamation Costs

Restricted Stock & Executive Performance Shares

Sales Tax Reserve
SERP

Sick Leave Accrual

SPV Coal Handling Facility

Stock Options

Miscellaneous
UET Lease

Vacation

Vnlutary Severance

Total Account 190

1,483,761

1,014,103i4l8'1,s4n

902,91 I Sec 1.2

103,305
2,160,185

1,068,295
4.l42_760

384.931
4.793

ll9_536
843.582

I9_946

Sec1.2

0 3

0 4

0 36

0 s

0 36

0 36

0 6

0 s

0 9

0 I I
1,010,936 " 12

2,303,388" 14

3I3,265" 18

0 . 20
20,497,276' 21/22

0 24

0 25
277,465/ 26

0 27

0 28
242_609/ 3]

921,6s4/ 35

0 37
8,498,511/ 36

1,516,838/ 39
1.014,103/ 40

902,911/ 43

44
45

46

Play
47

N/A

50

0 51
19.946/ 52

0 .

2_I60_I85/

0
0 _

38493(

0
Il9.536

ACCOUNT 282

Net Plant ADIT - Ratcmaking

Net Plant ADIT . UnderGAAP

UtilityPlantUnder Capital I
Total Account 282

ACCOUNT 283 <

web: Discount .p
AMY Lea: Q

Regulator
mises, :n

F5389 '3 s

TEP(0402)002790



ADJUSTMENT NAME' Springerville Unit 1 Expense

ADJUSTMENT TO: Income Statement

DATE SUBMITTED: June 8, 2007

PREPARED BY: Janet Zaidenberg-Schrum C52_5

CHECKED BY: Mina Brings

REVIEWED BY: ' LDallas  Dukes

FERC

ACCT FERC ACCOUNT DESCRIPTION DEBIT . CZREDIT

454 Rem from Electric Property \1 $566,941

500 Operation Supervision & Engineering - Steam Generation \2 $238,149

502 Steam Expenses - Steam Generation \2 $2,453,630

505 Electric Expenses - Steam Generation \2 $189,923

506 Miscellaneous Steam Power Expenses - Steam Generation \2 $368,155

507 Rents - SteamGeneration \2 $23,367,388

510 Maintenance Supervision & Engineering - Steam Generation \2 $287,729

511 Maintenance of Structures - Steam Generation \2 $190,264

512 Maintenance of Boiler Plant - Steam Generation \2 $2,591 ,774

513 Maintenance of Electric Plant - Steam Generation \2 $404,665

514 Maintenance Miscellaneous Steam Plant - Steam Generation \2 $595,047

920 Administrative & General Salaries - Steam Generation \2 $289,766

921 Office Supplies & Expenses - Steam Generation \2 $109,258

923 Outside Services Employed \2 $70,685

924 Property Insurance - Steam Generation \2 $195,540

925 Injuries and Damages Steam Generation \2 $27,379

926 Employee Pension & Benefits - Steam Generation \2 $596,565

930.2 Miscellaneous General Expenses \2 $13,036

931 Rents \2 $5,947 q

532,661,841 so

Attachment RCS-5
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TUCSON ELECTRIC POWER COMPANY

INCOME STATEMENT PRO FORMA ADJUSTMENT

TEST YEAR ENDED DECEMBER to, 2006

ENTRY TOTAL

NET ENTRY 532.661.1441

Reason for Adjustment

\1 To adjust operating revenue for Springewille Unit 1 lime usage reimbursement from Tri-State

(The equivalent portion of reimbursement for Springerville Unit 2 is adjusted in a separate pro forma)

\2 To adjust operating expense for Springerville Unit 1 market price

S/8/2007 7:06 PM

T E P ( 0 4 0 2 ) 0 0 2 6 2 7



Anuusrmsrrs' NAME: Luna Plant O&M

AnJusT!&§-8nT TO: income Statement

DAYE §gglgrr[ED: June 25, 2907

pszevmso BY: J. Za¥denberg»Sdxrurn 02,5

cwzcnso BY: marsgga
g

,6I

Rmrwmao BY: fDaBas Dukes

FERC

A¢c~r FERC AGCOUNT nsscnnpncau DEBIT CREDIT

408 Taxes Qlher Than Income Taxes - Payroll Taxes $71575

41110 FAS 143 Accretion Expense $2,538

soc Steam Prod Opal~Su;zefvision S543

546 Other ProdOpt-Supervision 51,727,358

553 Mains Gen a Elem Plant 527.609

556 Sys Cntl*oVLo~ad Dispatch $84,889

sea Trans~Oper Suppa Engr $5.745

920 Are sananes Sam__,,*="

921 Office SuppliesIEx;$ense »"$32,973

923 Outside Services 852,181

994 P">1J°*ty insurance 587.014

925 lnjxaies 8»Damagas $11,798/

925 Pensions 8 Benefits $26,950

561.1 Load Di8{l8!d1-Reliabiily $6,226

581.2 Load ossp,at¢h4/mmzaf and Operation 'transmission Syrian s13.a~§4

561.3 Load Hispatch-Transmission Service and ScheduEng $16,946

555 Purchased Power - Demand $1 s,9so.oo0 /

s1s,seo.m, sz,1 nsnsz
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TUCSON ELECTRIC POWER COMPANY

INCOME STATEMENT PRO FORMA ADJUSTMENT

TEST YEAR ENDED DECEMBER 31, 200s

\̀.

Mo

L
Q,
4

i t  Q ,
I-M

L
Q,

4
£1
.p

3 9

ENTRY TOTAL

NETENTRY $13.856.248

Reason for Adiustmsnt

RemuvvaLuna ram expense from the revenue requitement

6/25/2007 10:28 AM

TEP(0402)002395



ADJUSTMENT NAME: San Juan Coal

ADJUSTMENT To- Income Statement

DATE SUBMITTED: June 11, 2007

PREPARED BY: v. Aguirre

CHECKED BY: m. Sheehan

REVIEWED BY: D. Dukes

FERC

AccT FERC ACCOUNT DESCRIPTION DEBIT CREDIT

501 Fuel $9,884,000

Attachment RCS-5
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TUCSON ELECTRIC POWER COMPANY

INCOME STATEMENT PRO FORMA ADJUSTMENT

TEST YEAR ENDED DECEMBER 31, 2006

ENTRY TOTAL

Reason for Adjustment

To adjust fuel expense to reflect increased coo! costs

6/14/2007 6:02 PM

TEP(0402)002609
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TUCSON ELECTRIC POWER COMPANY'S
RESPONSES TO STAFF'S FIRST SET

OFDATAREQUESTS
DOCKET nos. E-01933A-07-0402 etal.

November 1, 2007

S TF 1.70 Please provide all Edison Electric Institute invoices related to EEl
expenses recorded during the test year.

8. Please reconcile the amounts shown on the EEl invoices with the
EEl expense recorded in each account during the test year.

RES P O NS E: Please see STF 1.70, Bates Nos. TEP(0402)008668 to TEP(0402)008675,
on the enclosed CD for EEl invoices.
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Please reference invoke number on check and return remittance copy with payment

Anouur PAIDPN Relefeneaz o.oo

INVOICE IIIMBER: wooosasw

SUB TOTAL Wiyablc In U.S. n¢uy;l

1 1 2 , vs . of
112 I 076 .of

PLEASE REMIT
THIS AMOUNT
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E D I S D N  E L E C T R I C

I N S T I T U T E
M n To: EEl Amu nu Rlcdvtllk
701 Finnlyivlmh Avenue, N.W.
Wll\ll\9b1$» DC100941595 FEIN: 13-0659550

.-.-¢..
-.».
.....

man Nun but :oz-saasoao
Amounts Rncalvahlez 282-501-5411

FAX:202-508-5030

Remittance Copv
Please return this copy with payment

§  n r .  C os i m o D e2 4 aa i
T u c s o n  E l e c t r i c  P o w e r  C o
PO Box 711

§  n r .  C on i r m o  D eM as i
T u c s o n  E l e c t r i c  P o w e r  C o
PO  Box 7 1 1

T
o

Tucson,  AZ  85702-0711
Uni ted Stzates

HECENED

JM: U 328\15 T
o

Tucson, AZ 85702-0711
United stares

DeN1AS\

9.

TEP(0402)008668



iSAlESPeRSON DATE SHIPPED SHIPPED VIAp.O. NUMBER F.O.B. POINT TERMS

c. RAY 04/01/06 NET 30

| DESCRIPTIONQumnT1Tv UNIT PRICE AMOUNT

zoos UARG PARTICIPATION -» 2ND QUARTER

CONTACT: MR. COSMIO DEMASI

PH: 520-571-4000

PZEYMENTone av wAv 1, was

PLEASE REFERENCE INVOICE NUM BER ON THE CHECK AND

RETURN REMITTANCE COPY WITH PAYMENT.

AM» 4°-8', ,
94-2'~"~"°""'1°'" " " " " " "J»z2»,

o_,l,_,.,,.¢,,
_,,,,¢/-ft:

0 4 1 / a ! w v / * * '

_£¢M,,,J¢,/-
-//I, rw

28,019.90

$28.019.00

1

TUCSON ELECTRIC POWER co.
P.O. BOX "If

- n c a a :  o I . 17
TUCSON, Az 85702-0711
MR. COSIMO DEMMSI

EDISON ELECTRIC INSTITUTE
MEETING REGISTRATICN OFFICE
1o1 PENNSYLVANIA AVENUE, NW
WASHINGTON, ac 20004
ACCOUNTS RECENABLE: (202)50855428

TUCSONELECTRIC powaz co.
P.O. BOX 711
- t o *»» o  H / 1 7
Tucson. AZ 85702-0711
MR, COSIMO DEMASI

INVOICE NO: woooasss7s
DATE: APR1L 1,2005 .

RECEIVED

APR 1 It 2005

C; DeMASl
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PAYABLE

APR 1120BB

Irllll I III

TO:

Acc
ED

TEP(0402)008669



SALESPERSON P.O. NUMBER DATE SHIPPED SHIPPED WA F.O.B. POINT TERMS

c. RAY 07l01fOG NET30

QUANTITY DESCRIPTION UNIT PRICE AMOUNT

|..

::00e UARG PARTICIPATION _ 3RD QUARTER

conT'AcT= MR. COSMIO DEMASI

PH: 520-57t~4000

"PAlMENl UUE Ar Auuusl r, zoo

PLEAlE REFERENCE INVOICE NUMBER ON THE CHECK AND

RETU"!N REMITTANCE COPY WITH PAYMENT.

"- 2-=5'i»a.

.2
Ascouma ¢. H

JUL 18'

28,019.00

lm:
U06

s2a,019.00
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ED ELECTRIC INSTITUTE
MEETING REGISTRATION OFFICE
101 PENNSYLVANIA AVENUE, NW
WASH
ACCO

GTON, Dc zoo04
NTS RECEIVABLEz (202)598-5428

INVOICE NO: 1-ooooaassvc
DATE: JULY 1. 2006

TUCSON ELE
P.O. Box 711
uE204
TUCSON, AZ 8 702-0711
MR. CO$IMO D mAst

RIC POWER co. TUCSON ELECTRIC POWER 80_.
p.o. Box711
UE204
Tucson, Az 85702-0711
MR. COSIMO DEMASI

I

aeceweo

M -\'\ 'Mis

G, ge\,AP»5\

1

TO:



"SH-ESPERSON p.o. NUMBER. "DATE SHIPPED SHIPPED vIA F.O.B. POINT sTERMS

10101/06
I

QUANTITY DESCRIPTION UNIT PRICE AMOUNTI

F?T8 PAYABL5

1 2 0 ams

$28,019.00

28,019.00

. _  . ~
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EDISDN ELECTRIC INSTITUTE
MEETING REGISTRATION OFFICE
701 PENNSYLVANIA AVENUE, NW
WASHINGTON, DC 20004
AGCOUNTS RECEIVABLEI (202)508-5421

InvolcE NO: 1-000038367D
DATE- OCTOBER 1 I 2008

.,,..
Tu%:§6N"E£E?:T§li: power co.
P.O. BOX 711
UE204
TUCSON,AZ 85702-0711
MR, COSIMO DEMASI

-~1uesen mc POWSR so.
p.o. BOX 711
UE204
TUCSON, AZ 85702-0711
MR. cosmo DEMASI

RECEIVED

DCT 19 2005

c. DHMASI

. of;

c. RAY NET 30
I

I

1

2006 UARG PARTICIPATION _» 4TH QUARTER

CONTACT: MR. COSMIO DEMASI

PH: 520-571 -4000 .

" " ' P AYmENT DUE BY NOIIEMBER 1, zone

PLEASE REFERENCE INVOICE NUMBER ON THE CHECK AND F

RETURN REMFITANCE COPY WITH PAYMENT. M580

TE

RQ I3931-042
»9w=*v°" 4-1//1,4

Af!g&§)v£p EAR PAYMENT

/A pm
Rdmlt this amount

i

TEP(0402)008671

I



Project Task 4
Expenditure

T
Expenditure Org

(Cost Conner) Amount

CC00004 CBU0064 251 228 267.067
0

AccountAlias4arG/L-Account Steam-if applicable Amount

COMPANY SELECTION: (Check a box)

Ulnlllennium Energy Holdings (MEHC)
[]M illennium Environ Group (MEG) -

Tucson Electric Power (TEP)
mother (spgpiiy)

Voucher Request for Check, EFT o(Wire Transfer

[]Unisource Energy Corporation (UNS)
DUNS Eladr ic  (UNE)
[ ] an s  G as (lonG}

AMOUNT: $2671057

;
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VENDOR#:

DUE DATE: Feb 11 2006 INVOlCE#: 1-000038292

PAY TO THE ORDER OF: Edison Electric Institute

ADDRESS: 701 Pennsylvania Avenue, NW

cITwsTATErzlp= Washington

EXPLANATIONIBUSINESS PURPOSE: Membership Dues - TEP

20004

Cl mail Check

13 Return check to: WIRE TRANSFER Mail 8109 an. o

Requested by muse prim): Banlamln Modern Signature

For Immediate Pay Only: -this voucher must be manually app

Approved by (please print): Kevin Larson Signature

4... ate 1/12/2006

mtg 1/12/z00s

FOR VWRE TRANSFERS ONLY: Vendor's bank routing 'nfonnatlon must be supported with a letter lcwm the vendor of the bank
reming information mustbe on the vendors'invoice

Bank Name: WACHOYIA QANK, NA,
ABA (muting number) 054001220 Account 2000013842897

MATERIALS >§21600: need Procurement s. Contracts Dept Approval

Apvd. bY
Plain Pllnll Signature D318

ACCOUNTING INFORMATION

Note: ProjeM can not start width an x and Expenditufo Types can not star with a 9. If you need accounting information, wma
Amber Young in Flnandal Accounting at 745-3164. Amber_will pruq¢°»yw m¢ma|im to put in the followingb<=»x:

11 ..___q

Form 5015 rev. 11/04 N 53,413 Memo

69,1 ml QQ
990 fn»1/tm

TEp(0402)008672



Dao Invoice Number
12/14/2006 1800088292

Description was

2006  Member s h ip  D ues  f or :

Regular Activit ies of  Edison Electric Institute*

Industry Suucuue Assessment'

IMutual Assistance Program'

T otal

I Pursuant ro OBRA, the portion of niembership dues allocrabk during 2006 relating to influencing
legislation not deductible for Federal Income Tax purposes is estimated to be 25%.

1 The portion of the voluntary Industry Structure Assessment allocable during 2006 relating to
influencing,lcgisJation .is estimatetlto be70%.

I
3 Voluntary
re

assessment npprovcO by EEL Executive Committee relaiung to improvements for the ntpid
ons to disasters. No portion of this assessment is allocable to influencing lclzislation.

(~ $277,067

--4-1560»

,-5._999-

s 314627

0
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» . . u

.H .

( 8/4 IVl>€fT'/7'»<@~7'
EDISON lmscrmc
INSTITUTE

Dwoxcs FOR Mnannnsrnr mms

REM ITTANCE C O P Y
701 PaWNSYLVAIVIA Avsuus. NW

WAstmlG11on, DC 20004-2696

PHONE (202)508-5000

9Mn. JAMES s. PIGNATELLI
CHMRMAN, pnssznwr AND CEO
UNISQURCE ENERGY CORP
P.O. Box 7 l 1
Tucson. AZ 85702-0000

Payment ,,,,@, before February 1, 2006
(Interest chavlzeswill accrue ajicr due date)

3

PLEASE nom INF0RMAT1ON For WIRING.

The folovdng is imtrudon for hunsferring luffs electronically to Edison El t9n.Ins¢imn:e's iccomni al W via Baznk

5' 21/ '1 o u7~ REP M
1 u85 m

P ' 6 f)',-'*\ 1 'Q

N.A. in Washington, DC

Benleficia:ry's Bank Wachovia Bank, N.A.

B8l\k'S Address Washington, DC o  6  w

Bank's ABAN1auu|ber: 054001220 5 \ 2 .

Beneficiary Edison Electric Institute

Bendidary'sAcctNo: 2 0 0 0 0 1 3 8 4 2 8 9 7

Benelidary's Address: 701 Pennsylvadn Aveq(e, NW
WashMgnnn, DC to 2696

BeneEdary Reference: 2006 Membership lilies

Please refer any questions no Ed Milan at: phwn-(2021 S08-5430; fax-(202)508-5030; or e-max1-emilad@eei.ozg.

V i l n a

i n  l l l l l  ll lII l l lll\lll l Ill I I ml I

EBB

TEP(0402)008673
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4

Tucson Electric Power Company

llombonhlp Dues

Test Year Ended Doeembar 31, 2008

:Hz
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Total EEl Memlaelship Dues pala

Peluentage for Legislative Advocacy

Expennno exaude $53,415

a/12/2007 10:52 AM
l/

TEP(0402)008675
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TUC S ON ELECTRIC POWER COMPANY'S
RESPONSES TO STAFF'S

TWENTIENTH SET OF DATA REQUESTS
DOCKET no. E-01933A-07-0402 et al.

January 31, 2008

LA-20-43 Stock based compensation

Please list, by amount and account, all stock based compensation
expense charged to TEP during the test year, including but not
limited to executive stock options, the 2006 Omnibus Stock and
Incentive Plan, performance share awards, accruals made pursuant
to SFAS 123R and any other stock based cornpensadon awards
that resulted in costs being charged to TBP during the test yea

Also,  prov ide a descr i p t i on of  each d i st i nc t  stock  based
compensation program that resulted in charges to TEP during the
test Y€3I'

For each stock based compensation expense identified in response
to part a, please also indicate whether such expense was included
in TEP's pro forma adjustment for incentive compensation, and
exactly where, and in what amount, it was included there

For each item of stock based compensation that was not included
in TEP's pro forma adjusunent, explain why such expense was not
included in TEP's pro forma adjustment

Provide comparative information, showing the expense of each
stock based compensation program, by account and amount, for
each year, 1999 through 2007

RESPONSE Please see LA-20-43 (a) on the enclosed CD for a worksheet. TEP
implemented FAS 123(R) in 2005. The Excel file on the enclosed
CD is not identified by Bates numbers

Please see LA-20-43 (b),  Bates Nos.  TEP(0402)032087 to
TEP(0402)032.88, on the enclosed CD for a description of each
distinct stock based compensation program that resulted in charges
to TEP during the test year

No pro forma adjustments were made for stock compensation
expense

No pro forma adjustments were made for stock compensation
expense because stock compensation expense is a component of



Attachment RCS-5
Page 134 of 154

TUCSON ELECTRIC POWER COMPANY'S
RESPONSES TO STAFF'S

TWENTIENTH SET OF DATA REQUESTS
DOCKET NO. E-01933A-07-0402 et al.

January 31, 2008

market-based compensation. The test-year stock based
compensation expense is a portion of the normal and recurring
compensation and benefits package made available to Officers and
Directors. It also gives added incentive for Officers and Directors
to be invested in the Company, as opposed to cash-based
compensation. The level of compensation, incentives and benefits
prov ided to Of f i cers and Di rectors as a part  of  thei r  total
compensation are determined by the UniSource Energy
Compensation Committee, which is comprised of independent
Board of Director members

Stock-based compensation, or equity compensation, is primarily
awarded in the form of stock options, the ultimate value of which
is based on the future strength and performance of the Company
and as such promotes long-term employee retention, ownership
and long-term operating performance

Please see LA-20-43 (a) on the enclosed CD. Please note that
stock options and performance shares are awarded under die
officers' long-term incentive compensation programs. Thus, this
expense information has been included in information previously
provided for incentive compensation. Please see STF 1.81 (h)
STF 1.111, and STF-14-18 (e)

RES P ONDENTS  : Linda Joyce (a - e)
HR Service Group (b)

WITNESS Dawn Sabers
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TUC S ON ELEC TR IC  P OW ER  C OMP ANY'S
RES P ONS ES T O S TAFF 'S

TWENTY-S ECOND S ET OF DATA REQUES TS
DOCKET NO. E-01933A-07-0402 e t a l.

Feb ruary 6, 2008

LA-22-43. Supplemental Executive Retirement Plan Expense (SERP). Refer to the
response to STF 1.81(b). Please indicate in which FERC account the $927,925
of SERP expense charged to TEP was recorded. If it was recorded in more than
one account, please show the amount recorded in each account.

RES P ONS E' The $927,925 of SERP expenses is charged to FERC Account 926. Also, please
see the response to LA-20-34
Dawn Sabers or Dallas DukesRES P ONDENTS :

WITNES S Dawn Sabers
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TUCSON ELECTRIC POWER COMPANY'S
RESPONSES TO STAFF'S FIRST SET

OF DATA REQUESTS
DOCKET nos. E-01933A-07-0402 et al.

November 1, 2007

STD 1.111 Payroll, Incentive Programs. Please provide complete copies of any bonus
programs or incentive award programs in effect at the Company for the
most recent three years. Identify all incentive and bonus program expense
incurred in 2005, 2006 and 2007. Identify the accounts charged. Identify
all incentive and bonus program expense charged or allocated to the
Company from affiliates in 2005, 2006 and 2007.

RESPONSE' Please see the response to STF 1.81 (a) for the description of the incentive
programs available to TEP non-union employees. Union employees are
not eligible for incentive programs

Expense

TEP Incentive Compensation (PEP) Program (excluding officers)

2005 = $2,358,553

2006 = $5,006,389

2007 = $3,884,687 (as of Sept 2007)

Charged to: Account 50100, Sub 0000, Expenditure Type 050, FERC
0506. 0514, 0566, 0570, 0588, 0598, 0903, 0920, 0935

TEP Officer portion of Incentive Compensation

ooh = $465,720

2006 = $1,156,082

2007 ..-: $940,239 (as of Sept 2007)

Charged to: Account 50100, Sub 0000, Expenditure Type 052, FERC
0500. 0580. 0920

TEP Officers' Long-tenn Incentive

2005 = $935,778

2006 = $1,556,945

2007 = $1,080,851

Charged to: Account 50100, Sub 3605, 4013, 4014 Expenditure Type
085. FERC 0500, 0560, 0580, 0920, &0930
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TUCSON ELECTRIC POWER COMPANY'S
RESPONSES TO STAFF'S FIRST SET

OF DATA REQUESTS
Doclcm nos. E-01933A-07-0402 et al.

No ve m b e r 1, 2007

There are no incentives or bonus programs allocated to TEP firm
affiliates.

RES P ONDENT:

VVITNESS :

J

Mina  Brings  a nd Linda  J oyce  (TEP  Office rs ' Long-te rm Ince ntive )

Dawn S abe rs
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TUCSONELECTRICPOWER COMPANY'S
RESPONSES TO STAFF'S FIRST SET

OF DATA REQUESTS
DQCKET n o s . E-01933A-07-0402 et al.

November 1, 2007

S TF 1.81 Employee Benefits.

List and describe all retirement and incentive programs available to
Company officers and employees and to affiliate officers and
employees whose cost is charged to TEP.

Specif ically identify the cost of any SERP or similar programs
directly charged or allocated.

State the cost by program, of each retirement program directly
charged or allocated.

Provide the PEP fmancial performance goals for 2005, 2006 and
2007.

For each PEP goal, for each year, show the actual results and how
it compared with the target.

Provide the PEP in effect in each yem,2005, 2006 and 2007.

g. Show in detail how any special recognition awards recorded in the
test year were determined.

Provide the amounts o f Officer's Long-term kxcentive
compensation in total and charged to TEP during the test year.
Include supporting calculations.

RES P ONS E : Please see the following employee benefit information:

Incentives: Tucson Electric Power Company non-union employees
participate in UniSource Energy's Performance Enhancement Plan
("PEP"). The structure determines eligibility for certain bonus
levels by measuring UniSource Energy's performance in three
areas

b.

a.

c.

d.

e.

h.

financial performance (UniSouree Energy's earnings per
share)

operational cost containment (UniSource Energy's utility
O&M costs)

core business and customer service goals
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TUCS ON ELECTRIC P OWER COMP ANY'S
RESPONSES TO S TAFF'S  FIRS T S ET

OF DATA REQUES TS
DOCKET nos . E-01933A-07-0402 e t a l.

November 1, 2007

Levels of achievement in each area are assigned percentage-based
"scores," and those scores are combined to calculate the f inal
payout level. The amount made available for bonuses through this
formula may range from 15 percent to 150 percent of the targeted
payout level.

The f inancial performance and operational cost containment
components each make up 30 percent of the bonus structure, while
the core business and customer serv ice goals account for the
remaining 40 percent.

The scores from each goal are totaled and then multiplied by the
targeted bonus of each employee to determine the total available
dollars to be paid out. Targeted bonus percentages as a percent of
base salary range f rom 9% . .  la% for  regular  unclassi f ied
employees, and 25% - 80% for Managers and Off icers. Bonus
percentages as a percent of base salary are used in the calculation
of  total  av ai lable dol lars,  and actual  awards may v ary at
management's discretion based on indiv idual employee
contribution. If a payout is achieved, employee PEP bonuses will
be distributed near the end of the first quarter the following year

Long-term Incentive Program: Tucson Electric Power Company
Off icers are el igible tO participate in a Long-term 'Incentive
Program. Please see STF 1.81 (2004 LTI Terms) and STF 1.81
(2006 L T I Terms), Bates Nos. TEP(0402)013165 to
TEP(0402)013168, on the enclosed CD for descriptions of the
terms of the 2004 and 2006 long-term incentive programs. (Note
The 2005 program targets were not achieved and therefore no
expenses associated with that program exist.) Bates Nos
TEP(0402)013165 tO TEP(0402)013168 contain confidential
information and are being provided pursuant to the terms of die
Protective Agreement

Retirement Programs: Tucson Electric Power Company
employees are eligible to participate in a Pension Plan appropriate
for their classification. Please see STF 1.81 (Hourly Plan SPD) and
STF 1.81 (Sal  Plan SPD), Bates Nos. TEP(0402)013176 to
TEP(0402)013225, on the enclosed CD for information on the
Pension Trust Plan for employees of  Tucson Electric Power
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Company represented by I.B.E.W. 1116 & the Tucson Electric
Power Company Salaried Employees Retirement Plan.
Additionally, Officers and Managers may be eligible to participate
in an Excess Benefit Plan as described below:

The Excess Plan retirement benefit is calculated using the
Salaried Retirement Plan formula without regard to the
compensation limits imposed by law or voluntary salary
reductions. For officers, the calculation of final average
pay includes annual incentive bonus amounts.

Bates Nos. TEP(0402)013176 to TEP(0402)013225 contain
confidential information and are being provided pursuant to the
terms of the Protective Agreement.

401(k) Plan: Tucson Electric Power Company employees are
eligible to participate in the Tucson Electric Power Company
401(k) Plan as described below:

Tucson Electric Power Company's 401(k) Plan takes advantage of
Section 401(k) of the Internal Revenue Code and permits
employees to voluntarily save Nom 1/2% to 25% of their pay, up
to the allowable Federal limits, before any deduction for state or
federal income taxes. The Company matches up to the first 4.5%
of pay saved in the 401(k) Plan for Tucson Electric Power
Company employees

Employees' savings and Company matching contributions are
invested in one or any combination of a selection of professionally
managed investment funds at the direction of the employee
Employees ah eligible to join the 401(k) Plan upon their date of
employment. Company matching contributions are bully and
immediately vested

SERP expense charged to TBP during the test year was $927,925

.9

Retirement plan expense (other than SERP) charged to TEP during
the test year (before consideration of proforma adjustments) was as
follows
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TEP Union and Salaried Pension Plans
TEP 401K Plan
UNS Electric Pension/401K
UNS Gas Pension/401K
Deferred Comp Plan
Total

818.975
$2.317,575
s 18 138
s 13 765
s 902.055
$9.070.508

Please see STF 1.81 (d) (2005 PEP BU Goals), STP 1.81 (d) (2006
PEP Memo I), STF 1.81 (d) (2006 PEP Memo II) and STF 1.81 (d)
(2007 PEP Merino), Bates Nos. TEP(0402)013169 to
TEP(0402)013173, on the enclosed CD for oudines of the 2005
2006 and 2007 PEP programs. Bates Nos. TEp(0402)013169 to
TEP(0402)013173 contain con5dentid information and are being
provided pursuant to the terms of the Protective Agreement

In 2005, the primary 'rancid goal of PEP was not met; therefore
no PEP was awarded in 2005. However. short-tenn incentive
compensation was paid out in the font of a Special Recognition
Award. Please see STF 1.81 (e), Bates Nos. TEp(0402)013174 to
TEP(0402)013175, on the enclosed CD for 2006 results. The 2007
PEP data  i s not  yet  Hnadi zed a t  t h i s t im e. Bates Nos
TEP(0402)013174 to TEP(0402.013175 contain conf idential
information and are being provided pursuant to the terms of the
Protective Agreement

In 2005, PEP had a structure with two primary goals. The primary
financial god was a combined financial measure for UNS Electric
UNS Gas and TEP. The second primary goal measured TEP
business unit financial performance, customer and reliability gods
integration gods and safety and employee gods. Each of the two
primary gods were weighted equally and PEP was Ody paid'if~the
primary iinancid god was met. As stated in response STF 1.81 (e)
above, the 2005 primary Rancid god was not met

5
I

In 2006, the PEP structure was changed to the program that ezdsts
today. It consists of three independent primary goals, and each of
the primary gods has its own trigger, meaning that if one of the
primary goads is not met, there is still the opportunity to achieve
the two remaining primary goals. The three primary goals are
comprised of  a UniSource Energy Earnings per Share goal
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(weighted 30%), a C051 Containment goal which. manages
Operations and Maintenance spending (weighted 30%), and Core
Business and Customer Service goals (weighted 40%). The Core
Business and Customer Service goals have many sub-goals
beneath them, measuring reliability, customer service, project
completion, regulatory and safety.

Special recognition awards were not recorded in the test year.

Total O5icer's Long-teun kxcentive compensation for test year
2006 is as follows:

Long-tam Incentive compensation - Cash-based
Stock Option Award expense
Performance Share Award expense
Total

s 795,418
s 847,935
s 325.993
$1,969,346

Please see STF 1.81 (h) on the enclosed CD for supporting
calculations. The Excel file on the enclosed CD is not identified
byBatesnumbers. ST'F 1.81 (h) contains confidential information
and is being provided pursuant to the terms of the Protective
Agreement

Oncer's Long-tenn Incentive connpemsation is allocated to
UniSouzz:e Energy affiliates based on the Massachusetts formula
Please see the response to STF 1.111 for amountscbarged to
during the test year. Please treat information as confidential

RESPONDENTS : HR Services Group (a)
Linda Joyce (b, c and h)
Ken Olson (d-g)

i

WITNESSES Dawn Sabers (a., d.- g.)
Karen Kissinger (b, c and h)

h.

g.



ADJUSTMENT NAME: Wholesale Trading Activity

ADJUSTMENT TO: Income Statement

DATE SUBMITTED: June 11, 2007

PREPARED BY: V. Aguirre

CHECKED BY: m. Sheehan

REWEWED BY: D. Dukes

FERC

ACCT FERC ACCOUNT DESCRIPTION DEBIT CREDIT

447 Sales for Resale $106,100,000

555 Purchased Power - Energy $104,381,000

$10s,100,000 $104,381,000

Attachment RCS-5
Page 144 of 154

TUCSON ELECTRIC POWER COMPANY

INCOME STATEMENT PRO FORMA ADJUSTMENT

TEST YEAR ENDED DECEMBER st, 2006

ENTRY TOTAL

NET ENTRY $1,719,000

Reason for Adjustment

To adjust sales for resale revenue and purchased power expense to refiled the

adjustment for wholesale sales activity.

6/14/2007 6:04 PM

TEP(0402)002762
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Tucson Elachlc Power Company

12131108 Frupcrly Tax Adiustlnem

12/a110s GRC

Functional Bnukout al Property Taxes

Serum - Cad Dabelstein 8112107

Function

1281/2096

Book

1zfa11zoes

Ban C a o ProForma

Steam Pmdudicn
B2B+B2F+B2H+
B3B+B3D4*J2B+J
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Transmisdcn EW
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nisumuuan

General

SI F+Y2A
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v10A

YaA

2,246,236

3,071,550

11,077,963

681,189

2,224,427

2,895,090

12,983,459

0 *

(21,509)

(175,460)

1,sos,4es

(681,169)

To: YVA 33,433,630 a0,151 ,386 (2,B82,245)
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I
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TUCSON ELECTRIC POWER COMPANY'S
RESPONSES TO

RUCO'S SIXTH SET OF DATA REQUESTS
DOCKET no. E-01933A-07-0402 et al.

December 14, 2007

6.2 Property Tax Please provide a workpaper similar to page 3 of the UNS
Gas and page 2 of UNS Electric in the property tax a<8ustment workpapers
in their recent rate case, which breaks down the property tax computation
for each allocation. .

RESPONSE: Please see RUCO 6.2 on the enclosed CD for a workpaper which breaks
down the property tax computation for each allocation. The Excel File on
the enclosed CD is up; identified by Bates numbers.

RESPONDENTS: Chris Kelling and Nona Donahue

Karen KissingerVVITNES S  :
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ADJUSTMENT NAME: PPFAC Adjustment

ADJUSTMENT TO' Income Statement

DATE SUBMITTED: June 14, 2007

PREPARED BY' v. Aguirre

CHECKED BY: M. Sheehan

REVIEWED BY: u. Dukes

FERC

ACCT FERC ACCOUNT DESCRIPTION DEBIT CREDIT

501 FUel $12,286,000

555 Purchased Power - Demand $934,000

555 Purchased Power - Energy $2,705,000

$15,925,000 so

Attachment RCS-5
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TUCSON ELECTRIC POWER COMPANY

INCOME STATEMENT PRO FORMA ADJUSTMENT

TEST YEAR ENDED DECEMBER 31, 2006

1 1

ENTRY TOTAL

Reason for Adjustment

To adjust fuel and purchased power expense to set the base cost of fuel and purchased power

at the expected level for the first year that rates set in this case will be in effect.

6/14/2007 5:57 PM

TEP(0402)002574
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TUCSON ELECTRIC POWER COMPANY'S
RESPONSES TO STAFF'S

TWENTIENTH SET OF DATA REQUESTS
DOCKET no. E-01933A-07-0402 et al.

January 31, 2008

LA-20-12. Legal expense. Refer to the responses to STF 14-25 and STP 1.102.

a. Please identify the amount of dl 2006 test year expense (legal and
other), by account, related to the Motion to Amend Decision No.
62103.

Please explain fully and in detail why the amount of 2006 test year
expense (legal and other) related to die Motion to Amend Decision
No. 62103, should not be treated similar to rate case expense (i.e.,
normalized over a representative period).

Please identify, quantify and explain all costs, by account, that
TEP has incurred 'm each year Hom 2005 through 2007, related to
Docket  No.  E-01933A-05-0650,  re TEP's f i l i ng to Amend
DecisionNo. 62103 .

Did TEP establish any work order or other type of accounting
designation to identify costs that TEP has incurred in each year
Hom 2005 through 2007, related to Docket No. E-01933A-05
0650? If not, explain fully why not. If so, please provide a copy 02
and explain filly, the complete work order and other accounting
designations

RES P O NS E Please see below for the 2006 test year expense related to the
Motion to Amend Decision No. 62103 ("Motion to Amend")

b.

d.

c.

0408 - $2,489.49

0920 - $46,637.92

0921 _ 813,623.44

0923 - $383,075.92

0925 - $30.31

0926 - $10,380.66

0930 - $25,208.81
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TUCSON ELECTRIC POWER COMPANY'S
RESPONSES TO STAFF'S

TWENTIENTH SET OF DATA REQUESTS
DOCKET no. E-01933A-07-0402 et al.

January 31, 2008

TEP continuously monitors, participates in and initiates activity at
the Commission which the Company considers to be normal and
recurring business expenditures related to managing a regulated
utility. These costs are expensed as incurred unless i t  is
determined that they are costs directly associated with a formal rate
case tiling or part of capital activity. The cost for outside council
expensed to TBP within the test year, including the Motion to
Amend act iv i ty,  did not material ly dev iate l ion normal  and
recurring levels. Therefore, TEP took a conservative approach and
did not request an alternative process to recover the Motion to
Amend costs and did not additionally ask for a normalized level of
outside legal expenses.

The costs incurred for 2006 can be found in the response to a.
above. Please see below for the costs incurred in 2005 and 2007 :

2005-

0408 - $15.07

0920 - $26368

0921 -$1.18

0923 - $50,807.66

0925 - $0.17

0926 - $58.83

2007

0408 .. $1,948.79

0920 - 532,834.57

b.

c.

0921 - $1,805.22
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0923 - $305,758.31

9 0925 - $21.71

0926 - $7,158.98

A task number was established to charge costs related to the
Motion to Amend. Outside council also tracked costs specific to
the matter. As stated in response to (b) above, the Motion to
Amend was necessary activ ity in the nonna management of a
regulated uti l i ty, and thus was not designated as "Rate Case"
expense but was expensed as incurred.

R E S P O NDE NT'

WITNESS :

d.

Legal Department

Dallas Dukes
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LA 11.29 PPFAC impacts. (a) Please provide illustrative filled-in information for
Schedule 1 through Schedule 5 of TEP's proposed PPFAC using (1) actual
2006 information and, separately, (2) information Hom TEP's 2009
forecasted cost of fuel and purchased power. (b) If die information in part
a is different under TEP's proposed Cost of Service Methodology and
TEP's Hybrid Methodology, please provide both versions. (c) Does TEP
have a fuel and purchased power forecast for 2010? (d) If so, please
provide TEP's fuel and purchased power forecast for 2010. (e) Please
provide illustrative filled-in information for Schedule 1 through Schedule
5 of TEP's proposed PPFAC using TEP's fuel and purchased power
forecast for 2010. (f) Was the information listed in Mr. HutchenS
testimony on page 34 derived from TEP's 2010 fuel and purchased power
forecast? If not, please identify and provide the source for such
information

RESPONSE (a) For several reasons, it is not possible at this time to provide
illustrative Schedules 1 through 5 based on historical data Horn
2006 and forecasted data for 2009

The proposed PPFAC for 2009 is designed to be zero based
on the assumption that the Commission approves the Base
Cost of Fuel and Purchased Power based on the forecasted
2009 data. This means that the Forward Component
calculation (Schedule 2) will be zero

Since there is no forward component associated with TEP's
2006 data, there will be no balance in the forward
component tracing account (Schedule 3)

Since there may not be a true-up component until 2011
theme may not be a balance M the True-up Component
Calculation (Schedule 4) or the True-up Tracking Account
(Schedule 5)

Since there is no Forward Component associated with 2006
and no The-up Component associated with 2009, the
PPFAC Calculation (Schedule 1) will be zero

lb) The only difference in the PPFAC calculation between the Cost-of
Service Methodology and the Hybrid Methodology is in the
Forward Component; under the Hybrid Method 100% of the off
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system sales revenue would be credited back to the account,
whereas under the Cost-of-Service Methodology, only 90% of the
revenues would be credited back. However, illustrative schedules
cannot be completed for the same reasons as described in (a.)
above.

(C)

(d)

Yes, TEP has a fuel and purchased power forecast for 2010.

Please see LA 11.29 (d) for the file] and purchased power forecast
for 2010. The Excel file on the enclosed CD is not identified by
Bates numbers.

Ce) Please see LA 11.29 (e) for illustrative information for Schedule 1
through Schedule 5 of TEP's proposed PPFAC using TEP's fuel
and purchased power forecast for 2010.

Please note that since TEP has requested that the 2009 Base Cost
of Fuel and Purchased Power be set using the 2009 forecasted data,
the 2009 Forward Component will be zero. There will be no
Forward Component Tracking for 2009 since the rate will be zero.
For the purpose of developing diesel schedules, and given that 2009
actual costs cannot be detennined at this time, we have assumed
that acid costs equal the forecast costs and that there is no True
up value for 2010. Therefore, the only value calculated for the
2010 PPFAC is the Forward Component based on forecasted cost
per kph. To be clear, however, if in fact the actual costs for2009
do not equal the forecast costs for 2009, dire will be a True- up
Component for 2010

(f) No, Mr. Hutchens' Direct Testimony on page 34 was not derived
from TEP's 2010 fuel and purchased power forecast. Mr. Hutchens
used a simple hypothetical example for explanatory purposes only

Ca rmine  Tillma nRES P ONDENT:

WITNES S David Hutchens
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LA-23-5. ADIT. Accounts 190 and 283. Refer to workpapers TEP(0402)003243
003262 and TEP(0402)002789.

3. Does TEP agree that ADIT should be only be included in rate base
for assets and liabilities that are included 'm rate base and for which
TEP has receive normalization authority? If not, explain fully why
not.

b. For each ADIT item in AcCOUnt -190} listed oN TEP(0402)002789,
please identify the corresponding liability or deferred credit
amount on TEP's books as of 12/31/06, by amount and account

For each such liability and deferred credit amount on TEP's books
as of 12/31/06 that is related to an ADIT balance that TEP has
included in rate base, please identify, quantify and explain exactly
how TEP has treated the liability and deferred credit balance for
purposes of determining rate base

Please identify each ADIT item 'm Account 190 on
TEP(0402)002789, which TBP has proposed to include as an
addition to rate base without reflecting the related liability or
deferred credit balance as a reduction to rate base. For each such
item, please explain in detail TEP's logic for including the ADIT
debt-balance item in rate base, without reflecting the related credit
balance liability or deferred credit balance as an offset to rate base

For the 59,2682279 ADIT item in Account 283, please identify
quantify and explain in detail how this amount relates to each
component of the $47,455,224 "Implementation Cost Regulatory
Asset" (on workpapers 003263-003266) and to any and all other
regulatory assets that TEP has requested be included in rate base

Refer to workpaper T18p(0402)003207. Explain fully why TEP
has attempted to include in rate base portions of the $47,455,224
Implementation Cost Regulatory Asset" (on workpapefrs 003263

003266) relating to the Sundt and San Juan coal contract
termination fees without reflecting an offset to rate base for the
related ADIT

Please identify the amount of ADIT, by account, that is related to
the Sundt coal contract termination of $11,259,934 on TBP
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workpaper 003265, (1) Please show in detail exactly how TEP
reflected the related ADIT amount in TEP's proposed rate base.
(2) If the amount is different than the $5,416,950 listed on TEP
workpaper 003207, please provide a complete reconciliation.
Identify, quantify and explain each reconciling

Please identify the amount of ADIT, by account, that is related to
the San Juan coal contract termination of $14,731,089 on TEP
workpaper 003264. (1) Please show in detail exactly how TEP
reflected the related ADIT amount in TEP's proposed rate base.
(2) If the amount is different than the $6,480,976 listed on TEP
workpaper 003207, please provide a complete reconciliation.
Identify, quantify and explain each reconciling

i. Refer to workpaper TBP (0402)003245. Please show, by year, the
annual amount of tax amortization of the San Juan coal contract:
"tax is amortizing the amount over the life of the amended
contract."

Debt discount and expense amortization. Refer to workpaper TBP
(0402)003247. (1) "Book uses a variety of aniortizationperiods
depending on when the debt was issued." Please show in detail the
book amortization schedules for each component of debt discount
and expense amortization. (2) "For tax purposes, TEP amortizes
debt discount and expense amortization based in (sic) the term of
the debt." Please show in detail the tax amortization schedules for
each component of debt discount and expense amortization

Please identify the liability amount and deferred credit amounts for
FAS 106 and FAS 112 that are related to the $20.497.276 amount
of debit-balance ADIT in Account 190 (on workpaper 002783) that
TEP has included 'm rate base

RES P O NS E

h .

The deferred tax assets added to. and the deferred tax liabilities
deducted from, TEP's rate base in this rate case reflect the extent
of normalization of deferred taxes that has been previously
authorized by the Commission, and the book-tax timing
differences associated with diode costs, which have previously
been allowed for recovery in the revenue requirement Underlying
the Company's current service rates. For further information
please refer to Ms. Kissinger's Direct Testimony
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The deferred tax assets being requested for inclusion in rate base
appear in the second supplemental filing made in response to STF
1.85. They are deferred tax assets associated with the average test
year  ba lance of  FERC Account  252,  Adv ances i n  A id  o f
Construction, pursuant to Commission Decision No. 55774, and
the remaining unamort ized cost  of  contr ibuted microwav e
equipment recorded in FERC Account 253, Other Deferred
Credits.

Customer Advances are deducted from rate base on l ine 6 of
Schedule B-1. The contributed microwave eqLulprnent is included
in the Deferred Credits deducted f rom rate base on l ine 8 of
Schedule B-l.

d.

e.

There are none.

Please refer to LA-20-23 (h), Bates No. TEP(0402)031504 for the
schedule that was provided in the response to LA-20-23. Please
note the ADIT of ($9,268,279) has been revised to ($12,537,678)
based on more complete information. This revised amount is
reflected in the second supplemental f iling made in response to
STF 1.85. The ($l2,537,678) is a reduction to rate base.

The workpaper, TEP(0402)003207, reflects amounts included in
rate base Horn FERC Account 190, Deferred Tax Assets. ADIT
amounts related to the Implementation Cost Regulatory Asset are
reflected in FERC Account 283. Deferred Tax Liabilities. The
amounts related to the Implementation Cost Regulatory Asset are
provided in (e) above as well as in our response to LA 20-23 (f; g
and h) and are a reduction to rate base. Therefore, TBP has not
attempted to include in rate base portions Of the Implementation
Cost Regulatory Asset without reflecting an offset to rate base for
the related ADIT

f.

c.

b.

The amount of ADIT related to the Sundt coal contract termination
of  $11,259,934 is ($4,458,934) as ref lected on the attached
schedule in response to LA-20-23 (g g and h) and provided again
in (e) above. The amount is different than the $5,416,950 listed on
TEP workpaper, TEP(0402)003207. The $5,416,950 is in FERC
account 190, is a deferred tax asset and related to a coal contract
termination fee for our Springerville generating station. Neither
this coal contract termination fee nor the related deferred tax asset
is in any way related to the Implementation Cost Regulatory Asset
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Also, by reference to TBP workpaper TEP(0402)003207, please
note that theFERC Account 190 deferred tax asset that yourefer to
here was explicitly excluded from the rate case.

The amount of ADIT related to the San Juan coal contract
termination of $14,731,089 is ($l,086,931) as reflected on the
attached schedule in response to LA 20-23, questions £ g, and h as
previously provided and provided again in e. above. The amount
is different than the $6,480,976 listed on TEP workpaper
TEP(0402)003207. The $6,480,976 is in FERC account 190. is a
deferred tax asset and is related to Contributions in Aid of
Construction, CIAC. Neither the CIAC nor the related deferred tax
asset is 'm any way related to the Implementation Cost Regulatory
Asset

Please see LA~23-5 (i) on the enclosed CD for the amortization
schedule for the San Juan coal contract amendment that is utilized
for income tax reporting purposes. The Excel tile on the enclosed
CD isnot identified by Bates numbers

In reference to the TOP workpaper TEP(0402)003247, debt
discount and expense amortization. The debt discount and expense
amortization is not included in the operating revenues and expense
as a component of required op_erating revenue. These costs occur
below the line and synchronized interest is substituted for rate
making purposes for the expenses related with debt. Therefore
there is no book or tax amortization of debt discount and expense
reflected in the rate case. Please note that on workpaper
TEP(0402)003247 this is so stated

Please refer to the response provided in (b) above regarding the
liability amount and deferred credit amounts for FAS 106 and FAS
112 that are related to the $20,497,276 amount of debit-balance
ADIT iii Account 190. Please note that based in the second
supplement filing being made in response to STF 1.85, the ADIT
of $20,497,276 has been removed as an increase to rate base

RESPONDENTS: Nona Donahue and Carl Dabelstein

WITNESS Karen Kissinger

h.
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LA-20-23. ICRA amortization periods.

3. Please reconcile the Company's proposed amortization periods for
each component of the Company-proposed ICRA (1) listed on
page 20 of Ms. Kissinger's direct testimony with (2) the annual
amortization amounts for each item shown on workpapers
TEP(0402)000214 and 000215. Identity, quantify and explain
each reconciling difference.

b. Which amortization periods for each component of the ICRA is
TEP proposing: (1) the amortizations by FERC account shown on
page 20 of Ms. Kissinger's direct testimony, or (2) the amounts
based on amortizing each component over four years shown on
workpapers TEP(0402)000214 and 000215.

Explain fully why the amounts related to each component would
not be spread equally over the chosen amortization period.

Is TEP proposing to include any of the amounts charged to
Account 501, Fuel Expense, in the PPFAC in any year? If so
please identify, quantify and explain exactly how such amounts
would be treated for PPFAC proposes in each year

Please clarify what actual calendar year is represented by each of
the following on Ms. Kissinger's direct testimony, page 20: (1)
Year One",(2)Year Two, (3) Year Three, and (4) Year Four

Please identify all Accumulated Deferred Income Tax amounts for
each year associated with the Company's proposed amortization
periods for each component of the Company-proposed ICR.A listed
on page 20 ohMs. Kissinger's direct testimony

Please identify all Accumulated Deferred Income Tax amounts for
each year associated with the Company's proposed amortization
periods for each component of the Company-proposed ICRA
shown on workpapers TEP(0402)000214 and 0002.15

J

c .

d.

Please identify, quantify and explain Accumulated Deferred
Income Tax related to each component of the Company's proposed
ICRA as of 12/31/2006
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Please identify by specific calendar years, exactly what is the
"approximately 10- year period" referred to on page 21, line 11 of
Ms. Kissinger's direct testimony.

j. During each year of the period during which TEP maintained die
$14.2 million on its books, please show in detail how TEP
evaluated this asset for impairment, and provide all associated
analysis and workpapers. Please include in your answer detailed
explanations of how TEP re-evaluated whether it should continue
carrying this asset on its books in each year in view of (1) TEP's
actual earnings in each year, and (2) each subsequent change and
modification to the terns of the 1999 Settlement Agreement

RESPONSE The workpapers referenced TEP(0402)000214
TEP(0402)000215, do not include an amortization schedule. The
workpaper TEP(0402)000215 includes a detailed itemization of a
component of  the ICRA, f inancing costs written-off  by TEP in
2004 and 2005, whi le the workpaper TEp(0402)000214 is a
summary of the same costs, which tie to the $7.3 million. We were
unable to identify the reconciling differences referenced in your
request

TEP is requesting amortization of the ICR.A based on the schedule
presented in Ms. Kissinger's Direct Testimony on page 20. We
were unable to identify an alternative amortization schedule in the
work papers referenced in your request

The information requested appears on page 20, line 10 through
page 21, line 17 of the Direct Testimony of Ms. Karen Kissinger
tiled in this docket

No

i.

Ms. Kissinger is not referring to calendar years. She is referring to
' ra te  years, "  or  f i sca l  years,  beginn ing wi th  the date of
etfecdveness of  the order arising &om this proceeding, and
continuing for a period of four fiscal years from such date

Please f ind attached the Accumulated Deferred Income Tax
amounts for each year associated with the Company's proposed
amort izat ion periods for each component of  the Company
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proposed ICRA listed on page 20 of Ms. Kissinger's Direct
Testimony

We are requesting amortization of the ICRA based on the schedule
presented in Ms. Kissinger's Direct Testimony on page 20. We
were unable to identify an alternative amortization schedule in the
worlcpapers referenced in your request

Please see LA-20-23 (h), Bates No. 031504, on the enclosed CD
for the identification, quantification and explanation of the
Accumulated Deferred Income Tax Related to each component of
die Company's proposed ICRA as of December 31, 2006

Ms. Kissinger is not referring to calendar years. She is referring to
ten fiscal years, beginning on November 30, 1999, through
November 29, 2009. The beginning date is the date of Decision
No. 62103 (November 30, 1999)

No evaluations of impairment were performed, as no changes in
facts or circumstances became evident to TEP that the Commission
would not stand by the information appearing in Decision 62103
with respect to these assets. We are aware of no modifications to
the' 1999 Settlement Agreement which had any impact on these
assets, which total $12.5 million, per om response to LA 11.51

RESPONDENTS : Karen Kissinger, Maya Liddell and Nona Donahue

WITNESS Karen Kissinger
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LA-23-7 Refer to the Moratorium RedUction/Lease Expense. Workpaper
TEP(0402)003252 and 002783 for $8,498,5ll, which TBP has added to
ratebase. (a) Please showthe pre-tax book and tax amortization amounts
by year from inception through 12/31/06 broken out between (1)
Springerville Unit 1, (2) Springerville Common, (3) Springerville Coal
Handling, and (4) Irvington Unit 4. (b) To the extent that TEP's purchase
from Hubbell 'm 2001 and from Comcast in 2006 affected the annual
amount of book or tax amortization for any of these items in any year.
please isolate such impacts. (c) Please reconcile and show in detail how
the $8,498,511 amount of debit balance ADIT in Account 190 listed on
workpaper 002783 was derived from the information provided in response
to part a. Identify, quantify and explain each reconciling item

RESPONSE The ADIT of $8,498,511 was included as an increase to rate base in error
The removal of this amount is reflected in the supplemental responses to
STF 1.85 and STF 1.86

Springerville Unit 1 is reflected in the rate case as a purchased power
arrangement. Springerville Common, Springerville Coal Handling and
Irvington Unit 4 leases are reflected in the rate case as operating leases
Therefore, it is not appropriate to include a deferred tax asset for these
items

Please see the response above(a)

(b)

(c) Please see the response above

RESPONDENTS: Nona Donahue and Carl Dabelstein

Please see the response above

WITNESS Karen Kissinger
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LA-23-9. Refer to TEP's pro forma ratebase adjustment toremove Plant in Service,
related Accumulated Depreciation, Materials & Supplies (M&s) and
Prepayments associated with the Luna Plant facility as well as TEP's
"2007 Rev Red Model" workpaper. Please confirm that the Plant in
Service and Accumulated Depreciation apply the 94.53% ACC
jurisdictional allocation factor and that M&S and Prepayments use the
96.80% and 95.68% ACC jurisdicdonad allocation factors, respectively. If
these percentages are incorrect, provide the appropriate ACC jurisdictional
allocation factor applicable to each account.

RE S P O NS E Although the Luna plant, related accumulated depreciation, related
materials and supplies, and related prepayments are removed from rate
base and, thus do not have the ACC jurisdictional allocation factors (for
wholesale tinrn sales) applied, the factors applied to the FERC plant
account balances horn which the Luna amounts were removed are the
factors as noted above. This is confirmed for the Cost-of-Service, Hybrid
and Market Revenue Reqiurement Methodologies

RE S P ONDE NT: Janet Zaidenberg-Schruunn

WITNESS Dalla s  Dukes
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LA-23-10 Refer to TEP's pro forma operating income adjustment to remove from
test year operating expenses, the non-tire] amounts associated with
Springerville Unit No. 1, TEP's "2007Rev Req Model" workpaper and the
table below. Please confirm that the ACC jurisdictions allocation factors
shown in the table below (which were taken from the worlqaaper
referenced above) are correct, If they are incorrect, please provide the
correct ACC jurisdictional allocation factors for each account
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RESPONSE The ACC jurisdictional allocation factors (for wholesale Erna sales) shown
in the table above are conutinnned for the Cost»of-Sewiee, Hybrid and
Market Revenue Requirement Methodologies

RESPGNDENT :

WITNES S

Janet Zaidenberg~Schrum

Dallas Dukes

510
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LA-23-11 Refer to TEP's pro forma operating income adjustment to remove from
test year operating expenses, the non-fuel amounts associated with the
Luna Plant facility, TEP's "2007 Rev Red Model" workpaper and the table
below. Please confirm that the ACC jurisdictional allocation factors
shown in the table below (which were taken from the workpaper
referenced above) ah correct. If they are incorrect, please provide the
correct ACC jurisdictional allocation factors for each account
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s 211249
s 5.746
s
s 31550
s 41,929
s 112.8
s 11,289

s 8,787
s 6 8 6
s 13,094
s 16946

s  a s n s vm
s 03,094,104

RE S P O NS E The ACC jurisdictional allocations factors (for wholesale finn sales) for
FERC Accounts 561.1, 561.2 and 561.3 in the table above are incorrect
The correct ACC jurisdictional allocation factor (for wholesale Elm sades)
used 'm the "2007 Rev Red Model" is 94.53%. This applies to the Cost-of
Service, Hybrid and Market Revenue Requirement Methodologies. The
ACC jurisdictional allocation factors for the other items shown in the table
above are correct. This applies to the Cost-of-Service, Hybrid and Market
Revenue Requirement Methodologies

R ES P DNDENT: Janet Zaidenberg-Schrum

WITNESS Dallas  Dukes



Attachment RCS-6
Page 14 of 20

TUCSON ELECTRIC POWER COMPANY'S
RESPONSE TO

STAFF'S TWENTY-THIRD SET OF DATA REQUESTS
DOCKET nos. E-01933A-05-0650/E-01933A-07-0402

February 20, 2008

LA-23-13. Refer to TEP's pro forma operating income adjustments to increase fuel
expense related to the Sundt and San Juan coal contracts in the amounts of
$7.384 million and $9.884 million, respectively as well as TEP's "2007
Rev Req Model" workpaper. Please coniirnn that 89.56% is the proper
ACC jurisdictional allocation factor to apply to the referenced amounts. If
this is incorrect, provide the correct ACC»jurisdictional allocation factor
for each account.

RESPONSE: The 'ACC jurisdictional allocation factor (for wholesale End sales) of
89.56% is conlinned for the Cost-of-Service, Hybrid and Market Revenue
Requirement Methodologies.

RE S P ONDE NT: Janet Zaidenberg-Schrunu

WITNESS: Dalla s  Dukes
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TUCSON ELECTRIC POWER COMPANY'S
RESPONSE TO

STAFF'S TWENTY-THIRD SET OF DATA REQUESTS
DOCKET nos. E-01933A-05-0650/E-01933A-07-0402

February 20, 2008

LA-23-14. Refer to TEP's pro forma operating income adjustment to increase fuel and
purchased power expenses related to the Company's proposed PPFAC,
TEP's "2007 Rev Req Model" workpaper and the table below. Please
confirm that the ACC jurisdictional allocation factors shown in the table
below (which were taken 80m the workpaper referenced above) are
correct. If they are incorrect, provide the correct ACC jurisdictional
allocation factor for each account.

Rdlbcpase

Pu¢d1as=dp~uv.=-Dmnd
PUlzdmcdPuvler~Ena»gy
I\EtAc§usu1unitoQJez24irgInnoln:

w2,286000)
s (934,000>
$ (2,705,000)

. 3 _ 4 ; z @ .

$(11,003,767)
s (8g;951)
$ (z42182)
s(14,309,410)

RESPONSE: The ACC jurisdictional allocation factors (for wholesale Finn sales) shown
in the table above are confirmed for the Cost-of-Sewice, Hybrid and
Market Revenue Requirement Methodologies.

RESPONDENT: Janet Zaidenberg-Schlrwm

WITNESS : Dallas Dukes

501

565

555
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TUCS ON ELECTRIC P OWER COMP ANY'S
RES P ONS E TO

S TAFF'S  TWENTY-THIRD S ET OF DATA REQUES TS
DOCKET nos . E-01933A-05-0650/E-01933A-07-0402

Februa ry 20, 2008

LA-23-16. Lead Lag Study. Refer to TEP's Lead Lag Study workpapers and the table
below, which is from Tab A Horn the workpapers referenced above, and
shows TEP's test year revenue tax calculation. Please explain fully and in
detail why TEP did not include its adjusted Sales For Resale and Other
Operating Revenue in the amounts of $58,402 million and $34.542 million
(as shown on Schedule C-1), respectively, in its revenue tax calculation.

state sees Tax- B|1|ed

cfysales Tax- allen

County Sa|esTax- Billed

Flandlise Fees . Billed

Aoc¢RuooAss@sma»1s-sinned
Tau Reva\ueTa>es

$9,436,248

$1,9s6a24

$9,506,735

$1,ax2,125

Tofa1 TeszvearRe¢auRe~e1ue $774,470,361

EfllediweRe~a\ueTaxPmnautage 8.541 %

Taadpu>FQmnna2alRe~mueA¢;

EIliectiveReva1ueTaxF'ema1tage

AddtimalRew1ueTa:es

($83,018,932)

8.541%

($7.090.449)

Total&tina'nedReva1ueTa:es $59055z20

RESPONSE Please see the LA 23-16 on the enclosed CD for the revenue tax
cadculatioril `Salés for Resale of $58.402 million are not included in this
cdculadon because they are not subject to these taxes and assessments
Of the total Other Operating Revenues of $34.542 million, TEP has
included the adjusted amount of $3.811 million in the revised calculation
because these amounts are subject to the taxes and assessments but were
omitted from the original calculation in error. The remaining $30.73 l
million of Other Operating Revenues are not included because they are not
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TUCSON ELECTRIC POWER COMPANY'S
RESPONSE TO

STAFF'S TWENTY-THIRD SET OF DATA REQUESTS
D O C K E T  n o s . E-01933A-05-0650/E-01933A-07-0402

February 20, 2008

subject to these taxes and assessments. Please note that this Excel
spreadsheet has ds been provided in the erst supplemental response to
Staff Data Request 1.85. The Excel file on the enclosed CD is not
identified by Bates numbers.

RES P ONDENT:

WITNES S :

Janet Zaidenberg-Schrum

Dallas Dukes
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Tucson Electric Power Company

Test Year Ended December 31, 2006

LeadlLag Study - Revenue Tax Calculation

Revised per LA 23-tfi

State Sales Tax - Billed

City Sales Tax - Billed

County Sales Tax - Billed

Franchise Fees - Billed

ACC/RUCO Assessments - Billed

Total Revenue Taxes

$43,443,938

$9,436,246

$1 ,956,624

$9,5G6_736

$1 ,802,125

$66,145,569

Total Test Year Retail Revenue $774,470,361

$777,251 .270

Effective Revenue Tax Percentage 8.510%

Total Pro-Forma Retail Revenue Adj ($83,018,932)

($811989,070)

Effective Revenue Tax Percentage

Additional ReT/enue Taxes

8.510%

($6,977,437)

Total Estimated Revenue Taxes - Corrected $59,168,232

Total Estimated Revenue Taxes - as Eyed

Change in Total Estimated Revenue Taxes

$59,055,220

$113.012

2/22/2008 9:28 AM
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Tucson Electric Power Company

Test Year Ended December 31 , 2006

LeadILag Study - Revenue Tax Calculation

CRQGINAL AS F!LED

State Sales Tax - Billed

City Sales Tax - Billed

County Sales Tax - Billed

Franchise Fees - Billed

ACC/RUCO Assessments - Billed

Total Revenue Taxes

$43,443,938

$9,436,246

$1,956,624

$9,506,736

$1 ,802,125

$66,145,669

Total Test Year Retail Revenue $774,470,361

Effective Revenue Tax Percentage 8.541%

Total of Pro-Forma Retail Revenue Adj.

Effective Revenue Tax Percentage

Additional Revenue Taxes

($83,018,932)

8.541%

($7,090,449)

Total Estimated Revenue Taxes $59,055,220
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Direct Tes timony of David C. Pa rce ls
Docke t Nos . E-01933A-07-0402 and E-01933A-05-0_50
Page 1

1 I. INTRODUCTION

2 Q- Please state your name, occupation, and business address.

3 My na me  is  Da vid  C. P a rce ls . I a m P re s ide nt a nd S e nior Economis t of Te chnica l

4

5

As s ocia te s , Inc. My bus ine s s  a ddre s s  is  S uite  601, 1051 Ea s t Ca ty S tre e t, Richmond,

Virginia  23219.

6

7 Q- Please summarize your educational background and professional experience.

8 I hold B.A. (1969) a nd M.A. (1970) de gre e s  in  e conomics  from Virginia  P olyte chnic

9 In s titu te  a nd  S ta te  Un ive rs ity (Virg in ia  Te ch ) a nd  a  M.B.A. (1985 ) from Virg in ia

I h a ve  b e e n  a10 cons ulting  e conomis t with  Te chnica l

11 Associa te s  s ince  1970.

Commonwe a lth Unive rs ity.

I ha ve  p rovide d  cos t o f ca p ita l te s timony in  pub lic  u tility

12

13

1 4

1 5

ra te ma king proce e dings  da ting ba ck to 1972. In conne ction with this , I ha ve  pre vious ly

file d  te s timony a nd/or te s tifie d  in  a pproxima te ly 400 u tility proce e dings  be fore  40

re gula tory a ge ncie s  in the  Unite d S ta te s  a nd Ca na da . Atta chme nt I provide s  a  more

comple te  description of my educa tion and re levant work experience .

16

1 7 Q- Have you previously testified before the Arizona Corporation Commission?

18 Ye s ,  I h a ve  te s t ifie d  in a n u mb e r o f p rio r Ariz o n a  Co rp o ra tio n  Co mmis s io n

19

20

("Comnlis s ion") proce e dings , including the  re ce nt e le ctric ra te  ca s e s  involving Arizona

P ublic S e rvice  Compa ny (Docke t No. E-01345A-05-0816), UNS  Ga s , Inc. (Docke t No.

21

22

G-01345A-05-0463), a nd UNS  Ele ctric, Inc. (Docke t No. E-0404A-06-0783). Those

tes timonies  were  provided on beha lf of the  Commiss ion S ta ff.

23

24 Q- What is the purpose of your testimony in this proceeding?

25

26

I have  been re ta ined by the  Utilitie s  Divis ion S ta ff to eva lua te  the  cost of capita l a spects  of

the  filing of Tucs on Ele ctric P owe r Compa ny ("TEP " or "Compa ny"). I ha ve  pe rforme d

A.

A.

A.

A.

l H l l 111111II H 111111111111 1 1 1 1 1 1 1



Direct Tes timony of David C. Pa rce ls
Docke t Nos . E-01933A-07-0402 and E-01933A-05-0650
Page 2

1

2

3

inde pe nde nt s tudie s  a nd a m ma king re comme nda tions  of the  curre nt cos t of ca pita l for

TEP . In  a ddition , be ca us e  TEP  is  a  s ubs id ia ry of UniS ource  Ene rgy Corpora tion

("UniSource  Energy"), I a lso have  eva lua ted this  entity in my ana lyses .

4

5

6

Q- Have you prepared an exhibit in support of your testimony?

Ye s , I ha ve  pre pa re d one  e xhibit, ide ntifie d a s  S che dule  1 through S che dule  15. This

e xhibit wa s  pre pa re d e ithe r by me  or unde r my dire ction. The  informa tion conta ine d in

this  exhibit is  correct to the  bes t of my knowledge  and be lie f

7

8

9

10

11

11. R E C O MME NDATIO NS  AND S UMMAR Y

Q- What are your recommendations in this proceeding?

12 My overa ll cos t of capita l recommenda tions  for TEP a re :

13

14
P e rce nt Cost Re turn

15
Short-Tenn Debt

Long-Te rm De bt

Common Equity

2.16%

57.94%

39.90%

5.92%

6.40%

9¢5-10.5%

0.13%

3.71%

3.79-4.19%

16

17

18

19

20

21

22

Tota l 100.00% 7.63-8.03%

7.93% with 10.25% ROE

23

24

25

26

A.

A.

TEP's  applica tion requests  a  re turn on common equity of 10.75 pe rcent and a  tota l cos t of

ca pita l of 8.35 pe rce nt. This  cos t of ca pita l is  ba se d on a  hypothe tica l ca pita l s tructure

compris e d of 55 pe rce nt long-te rm de bt a nd 45 pe rce nt common e quity. TEP  a ls o

propose s  a n a lte rna tive  cos t of ca pita l tha t is  ba se d on its  a ctua l ca pita l s tructure  (2.16

percent short-te rm debt, 57.94 percent long-te rm debt and 39.90 percent common equity),

with a  cost of equity of 11 .75 percent and a  tota l cost of capita l of 8.53 percent.



Dire ct Te s timony of Da vid C. P a rce ls
Docke t Nos .  E-01933A-07-0402 a nd E-01933A-05-0650
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1 Q- Please summarize your cost of capital analyses and related conclusions for TEP.

2

3

4

5

6

7

8

This  proce e ding is  conce rne d with  TEP 's  re gula te d e le c tric  u tility ope ra tions  in  Arizona .

My a na lys e s  a re  c onc e rne d  with  the  Com pa ny's  to ta l c os t o f c a p ita l.  The  firs t s te p  in

pe rform ing the s e  a na lys e s  is  the  de ve lopm e nt of the  a ppropria te  ca pita l s truc ture . TEP 's

p ropos e d  c a p ita l s truc tu re  is  the  "p ro -fo rm a " c a p ita l s truc tu re  ra tio s  o f the  Com pa ny,

which  is  a c tua lly a  hypothe tica l ca p ita l s truc ture .  I do  no t us e  th is  hypothe tica l ca p ita l

s truc ture  in  m y cos t of ca pita l a na lys e s ,  but ra the r us e  the  Com pa ny's  a c tua l te s t pe riod

ca pita l s tructure  ra tios .

9

10

11

12

13

The  se cond s te p in a  cos t of ca pita l ca lcula tion is  a  de te rmina tion of the  e mbe dde d cos t

ra te s  of s hort-te rm de bt a nd long-te rm de bt. I ha ve  us e d the  5.92 pe rce nt cos t ra te  for

s hort-te rm de bt a nd the  6.40 pe rce nt cos t ra te  for long-te rm de bt conta ine d in TEP 's

applica tion (i.e ., the  actua l te s t pe riod capita l s tructure  a lte rna tive ).

14

15 The  third s te p in the  cos t of ca pita l ca lcula tion is  the  e s tima tion of the  cos t of common

16

17

equity. Shave  employed three  recognized methodologies  to es timate  the  cos t of equity for

TEP. Each of these  me thodologies  is  applied to two groups  of proxy utilitie s . These  three

18 me thodologie s  a nd my findings  a re :

19

20 Me thodology

Discounted Cash Flow

Range

9.5-10.5%2 1

22 9.5-9.8%

23

Ca pita l Asse t P ricing Mode l

Comparable  Earnings 10.0-10.5%

24

25

26

A.

Ba s e d upon the s e  findings , I conclude  tha t the  cos t of common e quity for the  proxy

utilitie s  is  within a  ra nge  of 9.50 pe rce nt to 10.5 pe rce nt (10.0 pe rce nt mid-point). This
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1

2

3

4

5

6

ra nge  is  de te rmine d by the  re sults  of a ll thre e  of my cos t of e quity me thodology re sults ,

s ince  a ll thre e  se ts  of re sults  fa ll within this  ra nge . As  I indica te d in my te s timony, TEP 's

capita l s tructure  conta ins  le ss  equity than othe r e lectric utilitie s  and the  proxy groups  tha t I

use  to e s tima te  the  Company's  cos t of equity. As  a  re sult, I recommend tha t TEP 's  cos t of

equity be  within the  uppe r portion of my 9.5 pe rcent to 10.5 pe rcent range . Ins tead of the

10.0 percent mid-point, I recommend tha t 10.25 percent be  used for se tting the  Company's

7 ra tes .

8

9

1 0

Combining the se  three  s teps  into a  we ighted cos t of capita l re sults  in an ove ra ll range  of

7.63 percent to 8.03 percent (7.93 percent with 10.25 percent cost of equity).

1 1

1 2 III. E C O NO MIC  P R INC IP LE S  AND ME THO DO LO G IE S

1 3 Q-

1 4

Wh a t  a re  th e  p r im a ry e c o n o m ic  p r in c ip le s  th a t  e s ta b lis h  th e  s ta n d a rd s  fo r

de te rmin ing  a  fa ir ra te  o f re tu rn  fo r a  re gu la te d  u tility?

1 5

1 6

1 7

1 8

1 9

20

2 1

Public utility ra te s  a re  norma lly e s tablished in a  manne r des igned to a llow the  recove ry of

the ir cos ts , including ca pita l cos ts . This  is  fre que ntly re fe rre d to a s  "cos t of s e rvice "

ra temaking. Ra te s  fo r re gu la te d  pub lic  u tilitie s  tra d itiona lly ha ve  be e n  p rima rily

e s tablished us ing the  "ra te  ba se  - ra te  of re turn" concept. Unde r this  me thod, utilitie s  a re

a llowe d to  re cove r a  le ve l of ope ra ting e xpe ns e s , ta xe s , a nd de pre cia tion de e me d

reasonable  for ra te -se tting purposes , and a re  granted an opportunity to ea rn a  fa ir ra te  of

re turn on the  asse ts  utilized (i.e ., ra te  base) in providing service  to the ir customers .

22

23

24

The ra te  base  is  derived from the  asse t s ide  of the  utility's  ba lance  sheet as  a  dollar amount

a nd the  ra te  of re turn is  de ve lope d from the  lia bilitie s /owne rs ' e quity s ide  of the  ba la nce

25 Thus , re ve nue  impa ct o f the  cos t o f ca p ita l is  de rive d  by

26

A.

she e t a s  a  pe rce nta ge .

multiplying the  ra te  base  by the  ra te  of re turn, including income taxes .
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1

2

3

4

The  ra te  of re turn is  de ve lope d from the  cos t of ca pita l, which is  e s tima te d by we ighting

the  capita l s tructure  components  (i.e ., debt, pre fe rred s tock, and common equity) by the ir

pe rcentages  in the  capita l s tructure  and multiplying the se  va lue s  by the ir cos t ra te s . This

is  a lso known as  the  weighted cost of capita l.

5

6

7

8

9

10

Technica lly, "fa ir ra te  of re turn" is  a  lega l and accounting concept tha t re fe rs  to an ex post

(a fte r the  fact) earned re turn on an asse t base , while  the  cost of capita l is  an economic and

fina ncia l conce pt which re fe rs  to a n ex ante (be fore  the  fact) expected or required re turn

on a  lia bility ba s e . In re gula tory proce e dings , howe ve r, the  two te rns  a re  ofte n us e d

inte rchangeably. I have  equa ted the  two concepts  in my tes timony.

11

12

13

14

15

16

From an economic s tandpoint, a  fa ir ra te  of re turn is  norma lly inte rpre ted to mean tha t an

e fficie nt a nd e conomica lly ma na ge d utility will be  a ble  to ma inta in its  fina ncia l inte grity,

a ttra ct ca pita l, a nd e s ta blis h compa ra ble  re turns  for s imila r ris k inve s tme nts . These

concepts  a re  de rived from economic and financia l theory and a re  gene ra lly implemented

using financia l models  and economic concepts .

17

18

19

Although I a m not a  la wye r a nd I do not offe r a  le ga l opinion, my te s timony is  ba se d on

my unders tanding tha t two United S ta te s  Supreme  Court decis ions  provide  the  controlling

s ta nda rds  for a  fa ir ra te  of re turn. The  firs t de cis ion is Blue fie ld Wa te r Works  a nd20

21

22

Improve me nt Co. v. P ublic S e rf. Cornm'n of We s t Virginia, 262 U.S . 679 (1923). In this

decis ion, the  Court s ta ted:

23

24

25

Wha t a nnua l ra te  will cons titute jus t compens a tion depends  upon many

circums ta nce s  a nd mus t be d e te rm in e d  b y th e  e xe rc is e  o f fa ir  a n d

26 enlightened judgment, having regard to a ll re le va nt fa cts . A p u b lic
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1

2

3

4

5

6

7

8

9

10

11

12

13

14

utility is  e ntitle d  to  s uch ra te s  a s  will pe rmit it to  e a rn  a  re turn  on  the

va lue  of the  prope rty which it e mploys  for the  conve nie nce  of the  public

e qua l to  tha t ge ne ra lly be ing ma de  a t the  s a me  time  a nd in  the  s a me

g e n e ra l p a rt  o f th e  c o u n try o n  in ve s tm e n ts o the r bus ine s s

unde rta kings wh ic h  a re a tte nde d b y corre s ponding ris ks a nd

unce rta in tie s , bu t it ha s  no  cons titu tiona l righ t to  profits  s uch  a s  a re

re a lize d  or a n tic ipa te d  in  h ighly profita b le  e n te rpris e s  or s pe cula tive

venture s . The  re turn should be  rea sonably sufficient to a ssure  confidence

in the  fina ncia l s oundne s s  of the  utility, a nd s hould be  a de qua te , unde r

e ffic ie n t a nd  e conomica l ma na ge me n t,  to  ma in ta in  a nd  s upport its

credit and enable  it to ra ise  the  money necessa ry for the  prope r discha rge

of its  public dutie s . A ra te  of re turn ma y be  re a s ona ble  a t one  time , a nd

be come  too  h igh  o r too  low by cha nge s  a ffe c ting  oppo rtun itie s  fo r

th e  mo n e y a nd bus ine s s  conditions  ge ne ra lly.inves tment, ma rke t,

15 [Emphas is  added.]

16

17

18

19

20

It is  my unders tanding tha t the Blue fie ld decis ion es tablished the  following s tandards  for a

fa ir ra te  of re turn: compa ra ble  e a rnings , fina ncia l inte grity, a nd ca pita l a ttra ction. It a lso

noted the  changing leve l of required re turns  over time  as  well as  an underlying assumption

tha t the  utility be  ope ra te d in a n e fficie nt ma ie r.

21

22 The  second decis ion is Fe de ra l P owe r Comm'n v. Hope  Na tura l Ga s  Co., 320 U.S . 591

23 (1942). In tha t decis ion, the  Court s ta ted:

24

25

26

The  ra te -ma king proce s s  unde r the  [Na tura l Ga s ] Act, Le ., the  fixing of

'jus t a nd re a s ona ble ' ra te s , involve s  a ba lanc ing o f th e inves tor and

in
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1

2

3

4

5

c ons ume r in te re s ts . . . .  From the  inve s to r o r c ompa ny po in t o f vie w it is

iMporta nt tha t the re  be  e nough re ve nue  not only for ope ra ting e xpe ns e s  but

a ls o for the  ca pita l cos ts  of the  bus ine s s . The s e  include  s e rvice  on the  de bt

a nd  d ivide nds  on  the  s tock. By tha t s ta nda rd  the r e tu r n to  the  e qu ity

o wn e r s hould  be c o m m e n s u ra te with re tu rn s o n inve s tme n ts in o th e r

6

7

8

9

e n te rp ris e s  h a vin g  c o rre s p o n d in g  ris ks . Tha t re turn, more ove r, s hould

b e  s u ffic ie n t to  a s s u re  c o n fid e n c e  in th e  fin a n c ia l in te g r ity o f t h e

e nte rpris e , s o a s  to  m a in ta in  its  c re d it a n d  to  a ttra c t c a p ita l. [Em p h a s is

a dde d .]

1 0

11

1 2

13

1 4

1 5

1 6

1 7

1 8

The  th re e  e c onomic  a nd  fina nc ia l pa ra me te rs  in  the Blue fie ld a nd Hope de c is ions  -

c ompa ra b le  e a rn ings , fina nc ia l in te grity,  a nd  c a p ita l a ttra c tion  - re fle c t the  e c onomic

crite ria  e ncompa s s e d in  the  "opportunity cos t" princ iple  of e conomics . The  opportunity

cos t princ iple  provide s  tha t a  u tility a nd its  inve s tors  s hould be  a fforde d a n opportunity

(not a  gua ra nte e ) to e a rn a  re turn comme ns ura te  with re turns  the y could e xpe ct to a chie ve

on  inve s tme n ts  o f s imila r ris k. The  opportun ity c os t p rinc ip le  is  c ons is te n t with  the

funda me nta l pre mis e , on  which  re gula tion  re s ts , na me ly, tha t it is  in te nde d to  a c t a s  a

s urroga te  for compe tition.

19

20

21

22

23

I unde rs ta nd tha t be ca us e  Arizona  is  a  "Fa ir Va lue " s ta te , Hope a nd Blue fie ld do not s e t

forth  the  le ga l re quire me nts  a pplica b le  to  de te rmining  fa ir ra te  of re turn  in  Arizona . In

S imms  v.  Ro u n d  Va lle y Lig h t & P o we r Co mp a n y,1 th e  Arizo n a  S u p re m e  Co u rt to o k

e xc e p tio n  to  a p p lic a tio n  o f th e  fo llo win g  p rin c ip le  in  Arizo n a  s in c e  th e  C o n s titu tio n

ma nda te s  cons ide ra tion of fa ir va lue :24

25

l 294 p.2d 378 (1956).
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1 "In the  Hope  ca s e  the  court, in te s ting the  re a s ona ble ne s s  of ra te s  fixe d by

15  U.S .C .A.2 the  F e de ra l P owe r Com m is s ion  unde r the  Na tura l G a s  Ac t,

3

4

5

6

7

8

Section 717 e t seq., a fte r holding tha t congress  had provided no formula  by

which just and reasonable  ra tes  were  to be  de te rmined, ruled tha t it was the

fina l result reached and not the  method used in reaching the  result tha t was

c o n tro llin g  a n d  th a t it wa s  u n imp o rta n t to  'd e te rmin e  th e  va rio u s

pe rmiss ible  wa ys  in which a ny ra te  ba se  on which the  re turn is  compute d

might be  a rrive d a t."

9

10

12

13

14

15

My te s timony doe s  not a dvoca te  tha t the  Commiss ion ignore  the Simms holding in  this

re ga rd, or the  fa ir va lue  of TEP 's  prope rty, which it is  re quire d to cons ide r unde r Article

15, Section of the  Arizona  Cons titution. Ra the r, I rind the Hope  and Bluefe la ' decis ions  to

be  he lpful in  the ir dis cus s ion of compa ra ble  e a rnings , fina ncia l inte grity a nd ca pita l

a ttra ction. I note  tha t TEP  Ele ctric Witne s s  Ha da wa y a lso cite s  the  Hope  a nd Blue fie ld

cases  as  "guide lines" for eva lua ting the  cost of capita l for the  Company.

16

17 Q- How can these parameters be employed to estimate the cost of capital for a utility?

18

19

20

Ne ithe r the  courts  nor e conomic/fina ncia l the ory ha ve  de ve lope d e xa ct a nd me cha nica l

procedures  for precise ly de te rmining the  cos t of capita l. This  is  the  case  because  the  cos t

of capita l is  an opportunity cos t and is  prospective -looking, which dicta te s  tha t it mus t be

estimated.2 1

22

23

24

25

26

A.

The re  a re  s e ve ra l us e ful m ode ls  tha t ca n be  e m ploye d to a s s is t in  e s tim a ting the  cos t of

e quity ca pita l,  which is  the  ca pita l s truc ture  ite m  tha t is  the  m os t d ifficult to  de te rm ine .

The s e  inc lude  the  d is counte d  ca s h  flow ("DCF"),  ca pita l a s s e t pric ing  m ode l ("CAP M"),

com pa ra ble  e a rn ings  ("CE") a nd  ris k pre m ium  ("RP ") m e thods .  Ea ch  of the s e  m e thods
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1

2

(or mode ls ) diffe rs  from the  othe rs  and each, if prope rly employed, can be  a  use ful tool in

es tima ting the  cos t of common equity for a  regula ted utility.

3

4 Q- Which methods have you employed in your analyses of the cost of common equity in

5 th is  p ro c e e d in g ?

6

7

8

9

I have  utilized three  me thodologie s  to de te rmine  TEP 's  cos t of common equity: the  DCF,

CAP M, a nd CE me thods . I ha ve  not e mploye d a  RP  mode l in my a na lyse s  a lthough, a s

dis cus s e d la te r, my CAP M a na lys is  is  a  form of the  RP  me thodology. Ea ch of the se

me thodologie s  will be  described in more  de ta il in my te s timony tha t follows .

1 0

11 Iv. G E NE R AL E C O NO MIC  C O NDITIO NS

12 Q-

13

Why are economic and financial conditions important in determining the costs of

capital?

1 4

15

16

1 7

1 8

19

20

21

22

A.

A. The  cos ts  of ca pita l, for both fixe d-cos t (de bt a nd pre fe rre d s tock) compone nts  a nd

common equity, a re  de te rmined in pa rt by current and prospective  economic and financia l

conditions . At any given time , each of the  following factors  ha s  an influence  on the  cos ts

of ca pita l: the  le ve l of e conomic a ctivity (i.e ., growth ra te  of the  e conomy), the  s ta ge  of

the  bus iness  cycle  (i.e ., recess ion, expans ion, or trans ition), and the  leve l of infla tion. My

unders tanding is  tha t use  of these  factors  is  consis tent with the  Supreme Court's Blue fie ld

decis ion, which noted tha t "[a ] ra te  of re turn may be  reasonable  a t one  time , and become

too high or too low by changes  a ffecting opportunitie s  for inves tment, the  money marke t,

and business  conditions genera lly."



Dire ct Te s timony of Da vid C. P urce ll
Docke t Nos. E-01933A~07-0402 and E-01933A-05-0_50
Page 10

1 Q- What indicators of economic and financial activity have you evaluated in your

2 analyses?

3

4

5

6

7

Shave  examined severa l se ts  of economic s ta tis tics  from 1975 to the  present. I chose  this

time  pe riod be ca us e  it pe rmits  the  e va lua tion of e conomic conditions  ove r thre e  lull

bus ine ss  cycle s  plus  the  curre nt cycle  to da te , a llowing for a n a sse ssme nt of cha nge s  in

long-te rm trends . This  pe riod a lso approxima te s  the  beginning and continua tion of active

ra te  ca se  activitie s  by public utilitie s .

8

9

10

11

12

13

A bus ine ss  cycle  is  commonly de fine d a s  a  comple te  pe riod of e xpa ns ion (re cove ry a nd

growth) a nd contra ction (re ce s s ion). A full bus ine s s  cycle  is  a  us e ful a nd conve nie nt

pe riod ove r which to me a s ure  le ve ls  a nd tre nds  in long-te rm ca pita l cos ts  be ca us e  it

incorpora te s  the  cyclica l (i.e ., s ta ge  of bus ine s s  cycle ) influe nce s , a nd thus , pe rmits  a

comparison of s tructura l (or long-te rm) trends .

14

15 Q- Please describe the timeframe of the three prior business cycles and the most current

16

17

cyc le .

The  thre e  prior comple te  cycle s  a nd curre nt cycle  cove r the  following pe riods  :

18

19 Contraction Pe riod

20

Bus ine s s  Cycle

1975-1982

2 1 1982-1991

22 1991-2001

Aug. 1981-0ct. 1982

Aug. 1990-Mar. 1991

Apr. 2001 -Nov. 2001

23

A.

A.

Current

Expa ns ion Cycle

Ma r.  1975-J uly 1981

Nov. 1982-J uly 1990

Apr. 1991 -Ma r. 2001

Dec. 2001 -P re sent
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1 Q-

2

Do you have any general observations concerning the changing trends in economic

conditions and their impact on costs over this broad period?

3

4

5

6

7

8

9

10

11

12

13

14

Yes , I do. As  I will de scribe  be low, the  U.S . economy has  enjoyed gene ra l prospe rity and

s ta bility ove r the  pe riod s ince  the  e a rly 1980s . This  pe riod ha s  be e n cha ra cte rize d by

longe r e conomic e xpa ns ions , re la tive ly ta me  contra ctions , re la tive ly low a nd de clining

infla tion, a nd de clining inte re s t ra te s  a nd othe r ca pita l cos ts . The  curre nt bus ine ss  cycle

began in la te  2001, following a  somewhat modest recess ion ea rlie r in the  yea r. During the

re ce ss ion a nd e a rly in the  succe e ding e xpa ns ion, the  Fe de ra l Re se rve  lowe re d inte re s t

ra te s  (i.e ., Fede ra l Funds  ra te ) ll times  in 2001 and twice  in 2003 in an e ffort to s timula te

the  economy. Over the  pas t seve ra l months , the  economy has  s lowed, la rge ly a s  a  re sult

of the  colla ps e  of the  "s ub-prime " mortga ge  ma rke t. The re  is  s ome  conce rn tha t the

economy may s lide  into a  rece ss ion, but this  is  unclea r a t this  time . Should the  economy

incur a  re ce s s ion, the  impa cts  on cos t of ca pita l would like ly be  cha ra cte rize d by lowe r

utility growth a nd de clining ca pita l cos ts .

15

16 Q- Please describe recent and current economic and financial conditions and their

17 impact on the easts of capital.

18

1 9

20

21

22

23

24

S che dule  2 s hows  s e ve ra l s e ts  of e conomic da ta . P a ge s  l a nd  2  con ta in  ge ne ra l

ma croe conomic s ta tis tics  while  P a ge s  4 through 6 conta in fina ncia l ma rke t s ta tis tics .

Pages  1 and 2 of Schedule  2 show tha t the  U.S . economy is  currently beginning the  e ight

year of an economic expansion a lthough, as  indica ted previously, the  economy is  currently

s lowing. This  is  indica te d  by the  growth in  re a l (i.e ., a d jus te d  for infla tion) Gros s

Dome s tic P roduct, indus tria l production, a nd the  une mployme nt ra te . This  curre nt

e xpa ns ion ha s  ge ne ra lly be e n cha ra cte rize d a s  s lowe r growth, in compa ris on to prior

25 In

26

A.

A.

expansions. This  ha s  re s ulte d in lowe r infla tiona ry pre s s ure s  a nd inte re s t ra te s .

addition, the  current s lowing of the  economy has  resulted in a  lowering of inte res t ra tes .
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1

2

3

4

5

6

The  ra te  of infla tion is  a lso shown on Pages  1 and 2 of Schedule  2. As  is  re flected in the

Cons ume r P rice  Inde x (CP I), for e xa mple , infla tion ros e  s ignifica ntly during the  1975-

1982 bus ine s s  cycle  a nd re a che d double -digit le ve ls  in 1979-1980. The  ra te  of infla tion

declined substantia lly in 1981 and remained a t or be low 6.1 pe rcent during the  1983-1991

business  cycle . S ince  1991, the  CPI has  been 4.1 percent or lower. The  4.1 percent ra te  of

infla tion in 2007 wa s  s lightly a bove  the  le ve ls  s ince  2000, but is  we ll be low the  le ve ls  of

the  past thirty years .7

8

9

10

Q- What have been the trends in interest rates?

11

12

13

Pages  3 and 4 of Schedule  2 show seve ra l se rie s  of inte re s t ra te s . Ra te s  rose  sha rply to

record leve ls  in 1975-1981 when the  infla tion ra te  was  high and gene ra lly ris ing. Inte re s t

ra te s  declined subs tantia lly in conjunction with infla tion ra te s  throughout the  rema inde r of

the  1980s  throughout the  1990s . Inte res t ra te s  declined even furthe r from 2000-2005 and

genera lly recorded the ir lowest leve ls  s ince  the  1960s.14

15

16

17

18

19

2 0

2 1

2 2

During the  pa s t s e ve ra l ye a rs , long-te rm inte re s t ra te s  ha ve  re ma ine d low by his toric

s tandards . On the  othe r hand, the  Federa l Rese rve  increased short-te rm inte res t ra te s  on

17 occa s ions  s ince  the  middle  of 2004, a lthough e a ch time  by only 0.25 pe rce nt, in a n

a tte mpt to e ns ure  tha t a ny pe rce ive d infla tiona ry e xpe cta tions  will not s tifle  continue d

e conomic growth. Ne ve rthe le s s , the  e conomic re cove ry to da te  ha s  not re s ulte d in a

pronounced increase  in long-te rm ra tes . Most recently, however, the  Federa l Rese rve  has

lowered the  Federa l Funds ra te  (i.e ., short-te rm ra te ) on five  occasions.

23

24 Q- What have been the trends in common share prices?

25

26

A.

A. P a ge s  5 a nd 6 of S che dule  2 s how s e ve ra l s e rie s  of common s tock price s  a nd ra tios .

These  indica te  tha t share  prices  were  essentia lly s tagnant during the  high infla tion/inte res t
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1

2

3

4

5

ra te  e nvironme nt of the  la te  1970s  a nd e a rly 1980s . On the  othe r ha nd, the  1983-1991

bus ine s s  cycle  a nd the  mos t re ce nt cycle  ha ve  witne s s e d a  s ignifica nt upwa rd tre nd in

s tock price s . During the  initia l yea rs  of the  current expans ion, however, s tock price s  were

vola tile  and declined subs tantia lly from the ir highs  reached in 1999 and ea rly 2000. Share

prices have increased somewhat since  2003 but have been vola tile .

6

7 Q- What conclusions do you draw from this discussion of economic and financial

8 conditions?

9

10

11

1 2

It is  a ppa re nt tha t ca pita l cos ts  a re  curre ntly low in compa ris on to the  le ve ls  tha t ha ve

preva iled ove r the  pa s t three  decades . In addition, the  current weakness  in the  economy

ha s  re sulte d in a  de cline  in ca pita l cos ts . The re fore , it ca n re a sona bly be  e xpe cte d tha t

cos t of equity mode ls  currently produce  re turns  tha t a re  lower than re turns  experienced in

1 3 prior yea rs .

1 4

15 v. TUCS ON ELECTRIC P OWER'S  OP ERATIONS  AND RIS KS

16 Q- Pleas e  s ummarize  TEP and its  opera tions .

17

18

TEP  is  a  public utility tha t ge ne ra te s  a nd de live rs  e le ctricity through its  ge ne ra tion,

tra nsmiss ion a nd dis tribution sys te ms  to cus tome rs  in Tucson a nd surrounding a re a s  of

19 Arizona . TEP  is  a  wholly-owne d subs idia ry of UniSource  Ene rgy.

20

2 1 Q- Pleas e  des cribe  UniSource  Energy.

22

23

24

25

A.

A.

A. UniS ource  Ene rgy is  a  holding compa ny, whose  principa l subs idia ry is  TEP . UniS ource

Ene rgy a lso owns  UniSource  Ene rgy Se rvice s  ("UES"), which conta ins  UNS Electric and

UNS  Ga s , both of which a re  dis tribution compa nie s . It pre vious ly owne d Mille nnium

Energy Holdings, the  parent company of UniSource  Energy's  unregula ted energy business
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1

2

whose principal subsidiary was Global Solar. UniSource Energy presently operates

through three primary business segments - TEP, UNS Electric and UNS Gas.

3

4 Q- What have been the business segment ratios of UniSource Energy in recent years?

5

6

This is shown on Schedule 3. As this indicates, TEP has accounted for about 75 percent

of the revenues of UniSource Energy, about 100 percent of net income, and about 80

7 percent of total assets in recent years.

8

9 Q. What are the current ratings of UniSource Energy and TEP?

10 The current ratings of UniSource Energy and TEP are:

11

12 Standard & Poor's Moody's Fitch

13

1 4

UniSource Energy Credit Ratings

Senior Secured Debt NR Bal NR

1 5 Issuer Rating NR Bal N/A

1 6

1 7 Tucson Electric Power Credit Ratings

18 Senior Secured Debt BBB Baan BBB-

1 9 Senior Unsecured Debt B+ Baan BB+

20 Issuer Rating BB Baan BB

21 Source: UniSource Energy Web Site.

22

23

24

A.

A.

It is  appa rent tha t the  ra tings  of TEP a re  on the  "borde r" be tween inves tment grade  (BBB

and above) and be low-investment grade  (BB or be low).
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1 Q. What a re  the  primary reas ons  for the  re la tive ly lower ra tings  of TEP 's  s ecuritie s ?

2

3

4

5

The  re a s ons  for TEP 's  re la tive ly low ra tings  da te  ba ck to  the  la te  1980s , whe n the

Compa ny e xpe rie nce d s ignifica nt "fina ncia l difficultie s " due  to  a  numbe r of fa ctors .

According to the  Company's  proxy s ta tement in about 1992, where in a  Res tructuring P lan

wa s  be ing  p ropos e d  to  its  s tockholde rs , the  p rima ry re a s ons  fo r TEP 's  "fina ncia l

difficultie s " we re  a s  follows :6

7

8 •

9

1 0

Excess  Capacity - TEP had committed to cons truct severa l la rge  genera tion plants

in the  la te  l 970s  and ea rly 1980s  based upon assumptions  of growth. When these

assumptions  were  not rea lized, TEP was  faced with s ignificant amounts  of excess

11

1 2 •

capacity.

1989 Ra te  Orde r the  ACC dis a llowe d ce rta in cos ts  of ca pa city, following a

1 3

1 4

1 5

1 6

1 7

determination tha t the  Company had excess capacity.

1991 Ra te  Order - The  ACC approved a  Se ttlement Agreement tha t provided for a

$250 million write -off.

Cos ts  of long-te rm commitments  unde r fue l supply and transporta tion contracts  a t

ra tes above then-current market ra tes and quantities  in excess of fuel requirements.

1 8 Losses  a t unregula ted inves tment subs idia rie s re s ulte d in ove r $200 million in

1 9 losses.

20 • High degree  of financia l leve rage .

2 1

22

23

24

The se  e ve nts  le d to the  lowe ring of the  Compa ny's  de bt to non-inve s tme nt grade sta tus,

the  loss  of ce rta in bank lines  of credit, and the  e limina tions  of the  common and pre fe rred

s tock divide nds . The  Compa ny's  common e quity ra tio de cline d to ve ry low le ve ls  a s  a

result of the  above-cited write -offs  and losses .25

26

A.
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1 Q- What is the current significance of these events of the late 1980s and early 1990s?

2

3

4

5

6

7

The  current s ignificance  is  tha t the  re la tive ly low debt ra tings  and be low ave rage  common

e quity ra tios  for TEP  a re  la rge ly the  re s ult of the  e ve nts  of th is  pe riod which le d to

Commiss ion disa llowances  and subsequent write -offs , S ta ted diffe rently, actions  taken by

the  the n-curre nt ma na ge me nt of TEP  le d to a  se t of circums ta nce s  whe re  the  Compa ny

virtua lly los t its  fina ncia l via bility. It s hould be  e mpha s ize d tha t, a s  re cognize d by the

ACC a t tha t time , these  management actions  were  not the  responsibility of ra tepayers  and

the  resulting costs  should not be  borne  by ra tepayers.8

9

10 Q- To what extent has TEP recovered from these events?

11

12

13

14

As  is  a ppa re nt from the  Compa ny's  more  re ce nt pe rforma nce  (e .g., re s umption of the

common s tock divide nd in  2000 a nd the  pa rtia l re turn to  inve s tme nt gra de  s e curity

ra tings ), TEP  a nd UniS ource  Ene rgy ha ve  ma de  s ignifica nt fina ncia l re cove ry from the

s itua tion of the  e a rly 1990s . S che dule  4 s hows  a  his torica l s umma ry of TEP 's  cre dit

ra tings .15

16

17

18

19

Q- What have been the recent descriptions of TEP by the rating agencies?

An example  of this  was  provided by Moody's  in a  September, 2006 Ra ting Action. In this

report, Moody's  s ta ted:

20

21

22

Moody's  Inve s tors  S e rvice  upgra de d the  long te rm ra tings  of Tucs on

Ele ctric Powe r Compa ny (TEP) by one  notch, including its  se nior se cure d

debt to Baan from Baan .23

24

25

26

A.

A.

A.

The  upgra de  re fle cts  improve d fina ncia l pe rforma nce  by both UniS ource

a nd TEP , a nd Moody's  e xpe cta tion tha t this  will be  s us ta ina ble  ove r the
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1

2

3

next seve ra l yea rs . The  improvements  in financia l pe rformance  re sult from

deleveraging and refinancing activity tha t has reduced interest expense , and

from revenue  growth tha t is  unde rpinned by a  cus tomer growth ra te  tha t is

While  TEP  a nd  UniS ource  fa ce  cons ide ra b le4

5

6

7

8

we ll a bove  a ve ra ge .

unce rta inty a s  to the  ma nne r in which ra te s  will be  s e t be yond 2008, the

u p g ra d e  c o n s id e rs  th e  re g io n a lly c o m p e titive  c o s t p ro file  o f TE P 's

pre domina te ly coa l-fire d ge ne ra ting a s s e ts  a s  a  fa c tor tha t s hould  be

favorable  in the  res olution of pending regula tory is s ues .

9

10 Q- How do the  bond ra tings  of TEP compare  to  other e lec tric  utilitie s ?

11

12

13

14

As I indicated in a previous answer, TEP has double B and triple B bond ratings (which

are investment grade, i.e., triple B or above). Of the 65 electric Utilities and combination

gas and electric utilities covered by AUS Utility Reports, the following number of bond

ratings currently exist:

15

16
Moody's S &P

17
As 1 AA 3

18 A 16 A 20

19
Baa 40 BBB 35

20
B a 4 BB or Be low 2

21
NR 4 NR 4

22

23

24

A.

This  comparison indica tes  tha t TEP 's  ra tings  a re  among the  most common ra ting ca tegory

of e le ctric utilitie s  (i.e ., Triple  B).
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1 VI. CAP ITAL S TRUCTURE AND COS T OF DEBT

2 Q. What is the importance of determining a proper capital structure in a regulatory

3 fra me work?

4

5

6

7

A utility's  ca pita l s tructure  is  importa nt be ca use  the  conce pt of ra te  ba se  - ra te  of re turn

regula tion require s  tha t a  utility's  capita l s tructure  be  de te rmined and utilized in e s tima ting

the  tota l cos t of ca pita l. Within this  fra me work, it is  prope r to  a s ce rta in whe the r the

utility's  ca pita l s tructure  is  a ppropria te  re la tive  to its  le ve l of bus ine ss  risk a nd re la tive  to

othe r utilitie s .8

9

1 0

11

1 2

1 3

1 4

1 5

1 6

1 7

As discussed in Section III of my te s timony, the  purpose  of de te rmining the  prope r capita l

s tructure  for a  utility is  to he lp a s ce rta in its  ca pita l cos ts . The  ra te  ba s e  - ra te  of re turn

conce pt re cognize s  the  a s se ts  e mploye d in providing utility s e rvice s  a nd provide s  for a

re turn on the s e  a s s e ts  by ide ntifying the  lia bilitie s  a nd common e quity (a nd the ir cos t

ra te s ) used to finance  the  a sse ts . In this  process , the  ra te  ba se  is  de rived from the  a sse t

s ide  of the  ba la nce  s he e t a nd the  cos t of ca pita l is  de rive d from the  lia bilitie s /owne rs '

e quity s ide  of the  ba la nce  s he e t. The  inhe re nt a s s umption in this  proce dure  is  tha t the

dolla r va lue s  of the  ca pita l s tructure  a nd the  ra te  ba se  a re  a pproxima te ly e qua l a nd the

former is  utilized to finance  the  la tte r.1 8

1 9

20

2 1

22

23

The  common equity ra tio (i.e ., the  pe rcentage  of common equity in the  capita l s tructure ) is

the  ca pita l s tructure  ite m which norma lly re ce ive s  the  mos t a tte ntion. This  is  the  ca s e

be ca use  common e quity: (1) us ua lly comma nds  the  highe s t cos t ra te , (2) ge ne ra te s

associa ted income tax liabilities , and, (3) causes  the  most controversy s ince  its  cost cannot

24

A.

be  precise ly de te rmined.
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1 Q- How is  TEP financed?

2

3

TEP 's  common s tock is  owne d by UniS ource  Ene rgy. As  a  re sult, TEP  obta ins  a ll of its

equity funding from UniSource  Ene rgy. TEP obta ins  its  own debt financing.

4

5

6

Q- How have you evaluated the capital structure of TEP and UniSource Energy?

I have  firs t examined the  five  yea r his toric (2002-2006) and recent (June  30, 2007) capita l

s tructure  ra tios  of TEP  a nd UniSource  Ene rgy. Pa ge  1 of Sche dule  5 shows  the  his toric

capita l s tructure  ra tios  of TEP. The  respective  common equity ra tios  a re  a s  follows:

7

8

9

10

l l
Tucson Electric Power

Inc 'l S -T De bt Exc 'l S -T De bt

12

13
2002

14
2003

2004

2005

2006

June 30, 2007

23.8%

26.5%

27.4%

40.5%

39.5%

38.5%

23.9%

26.5%

27.4%

40.5%

40.3%

40.8%

15

16

17

18

19

20

This  indica te s  a  ris ing common e quity ra tio ove r this  pe riod. In fa ct, the  mos t curre nt

common equity ra tios  s ignificantly exceed the leve ls  of five  years  ago.

21

22 Q. What a re  the  capita l s truc ture  ra tios  of UniSource  Energy?

23

24

A.

A.

A. The s e  a re  s hown on P a ge  2 of S che dule  5. The  common e quity ra tios  of UniS ource

Energy, on a  consolida ted basis , a re  summarized below:
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1

2

3

4

5

6

2002

2003

2004

2005

2006
7

8

Including S -T De bt

28.8%

30.2%

31 .6%

33.5%

34.8%

34.0%

UniSource  Ene rgy

Excluding S -T De bt

28.8%

30.2%

31 .6%

33.7%

35.8%

35.6%June 30, 2007
9

10

11

1 2

This  de mons tra te s  two fa cts . Firs t, the  common e quity ra tios  of TEP  ha ve  ge ne ra lly

exceeded those  of UniSource  Energy. Second, both TEP and UniSource  have  experienced

growth in the  equity portion of the ir capita l s tructures  in 2005 -2007.

1 3

1 4 Q. How do these capital structures compare to those of other similar investor-owned

electric utilities?1 5

1 6

1 7

S che dule  6 shows  the  common e quity ra tios  (including short-te nn de bt in ca pita liza tion)

for the  group of e lectric utilitie s  cove red by AUS Utility Reports . These  a re :

Ye a r Ele ctric Gas[Electric

18

19

20

21

22

2002

23

24

2003

2004

2005

2006

38%

42%

47%

44%

45%

36%

38%

43%

47%

44%

25

A.
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1

2

These  common equity ra tios  a re  gene ra lly highe r than those  of TEP  ove r the  2002-2006

pe riod. This  is  indica tive  of a  re la tive ly highe r fina ncia l risk fa ce d by TEP .

3

4 Q- What capital structure ratios has TEP requested in this proceeding?

5 The  Company reques ts  use  of the  following "pro-forma" capita l s tructure :

6
P e rce nt

7

8

Ca pita l Ite m

Long-Te rm De bt

Common Equity

55.0%

45.0%
9

10

11

This  ca pita l s tructure  conta ins  subs ta ntia lly more  common e quity tha n the  mos t re ce nt

actua l capita l s tructures .

12

13 Q- What capital structure have you used in your analyses?

14 Shave  utilized the  actua l tes t period capita l s tructure  of the  Company in my ana lyses .

Q- What cost rates of short-term debt and long-term debt have you used in your

analysis?

15

16

17

18

19

20

Shave  utilized the  5.92 pe rcent cos t of short-te rm debt and 6.40 pe rcent cos t of long-te rm

debt shown in the  Company's  filing.

21 Q- Can the cost of common equity be determined with the same degree of precision as

the costs of debt?22

23

24

25

26

A.

A.

A.

A. No. The  cos t ra te s  of debt a re  la rge ly de te rmined by inte re s t payments , is sue  prices , and

re la te d e xpe ns e s . The  cos t of common e quity, on the  othe r ha nd, ca nnot be  pre cis e ly

quantified, primarily because  this  cos t is  an opportunity cos t. There  a re , however, seve ra l

mode ls  which ca n be  e mploye d to e s tima te  the  cos t of common e quity. Thre e  of the
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1

2

prima ry me thods  - DCF, CAP M, a nd CE - a re  de ve lope d in the  following se ctions  of my

te s timony.

3

4 VII. S E LE C TIO N OF P ROXY GROUP S

How have  you es timated the  cos t of common equity for TEP?5

6

Q-

7

8

9

10

11

TEP  is  not a  publicly-tra de d compa ny. Conse que ntly, it is  not pos s ible  to dire ctly a pply

cos t of e quity mode ls  to this  e ntity. Its  ultima te  pa re nt compa ny, UniS ource  Ene rgy, is

publicly-tra de d, a nd conse que ntly, it is  pos s ible  to conduct dire ct a na lyse s  of its  cos t of

common e quity. Howe ve r, the  his toric fina ncia l s itua tion of this  Compa ny ma ke s  this

proble ma tic. As  a  re s ult, it is  ne ce s s a ry to  a na lyze  groups  of compa ris on or"proxy"

companies  as  a  substitute  for TEP to de termine  its  cost of common equity.

12

13

14

I have  examined two such groups  for comparison to TEP. I se lected one  group of e lectric

utilitie s  s imila r to TEP  a nd UniS ource  Ene rgy us ing the  crite ria  lis te d on S che dule  7.

15

16 Ma rke t ca pita liza tion of $1 billion to $6 billion,

Electric revenues  40% or grea te r,17

18

19

2 0

2 1

22

These criteria are as follows:

(1)

(2)

(3)

(4)

(5)

(6)

Common equity ra tio 35% or grea te r,

Va lue  Line  Sa fe ty of 2 or 3,

S&P and Moody's  bond ra tings  of BBB/Baa , and,

S&P s tock ra nking of B or B+.

23

24

A.

S e cond, I ha ve  conducte d s tudie s  of the  cos t of e quity for the  group of "compa ra ble

companies" se lected by TEP's  witness  Hadaway.
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1

2

VIII.  DIS C O UNTE D C AS H F LO W ANALYS IS

What is  the  theory and methodological bas is  of the  dis counted cas h flow model?Q-

3

4

5

6

The  d is coun te d  ca s h  flow (DCF) mode l is  one  o f the  o lde s t,  a s  we ll a s  the  mos t

commonly-used, mode ls  for e s tima ting the  cos t of common equity for public utilitie s . The

DCF mode l is  ba s e d  on  the  "d ivide nd  d is coun t mode l" o f fina nc ia l the o ry, wh ich

ma inta ins  tha t the  va lue  (price ) of a ny s e curity or commodity is  the  dis counte d pre se nt

va lue  of a ll future  cash flows.7

8

9

10

11

1 2

The most common variant of the  DCF model assumes tha t dividends a re  expected to grow

a t a  cons ta nt ra te . This  va ria nt of the  divide nd discount mode l is  known a s  the  cons ta nt

growth or Gordon DCF mode l. In  th is  fra me work cos t o f ca p ita l is  de rive d  by the

following formula :

1 3

1 4
D

K
p + g

1 5

1 6

1 7

1 8

1 9

2 0

2 1

whe re : K = discount ra te  (cos t of ca pita l)

P  = current price

D = current dividend ra te

g = constant ra te  of expected growth

22

23

A.

This  formula  e s se ntia lly re cognize s  tha t the  re turn e xpe cte d or re quire d by inve s tors  is

compris e d of two fa ctors : the  divide nd yie ld (curre nt income ) a nd e xpe cte d growth in

dividends  (future  income).
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1 Q. Pleas e  expla in how you have  employed the  DCF model.

2

3

4

Shave  utilized the  cons tant growth DCF mode l. In doing so, Shave  combined the  current

dividend yie ld for each group of proxy utility s tocks  described in the  previous  section with

severa l indica tors  of expected dividend growth.

5

6 Q, How did you derive the dividend yield component of the DCF equation?

7

8

9

1 0

There  a re  severa l me thods  tha t can be  used for ca lcula ting the  dividend yie ld component.

These  me thods  genera lly diffe r in the  manner in which the  dividend ra te  is  employed, i.e .,

curre nt ve rsus  future  divide nds  or a nnua l ve rsus  qua rte rly compounding of divide nds . I

be lieve  the  most appropria te  dividend yie ld component is  the  ve rs ion lis ted be low:

11

1 2

0-58)1 +Dot

R
,

.  ld  :
Yle

1 3

1 4 This  dividend yie ld component re cognize s  the  timing of dividend payments  and dividend

1 5 increases .

1 6

1 7

1 8

1 9

The  P0 in my yie ld ca lcula tion is  the  ave rage  (of high and low) s tock price  for each proxy

compa ny for the  mos t re ce nt thre e  month pe riod (Nove mbe r 2007 - Ja nua ry 2008). The

D0 is  the  current annualized dividend ra te  for each proxy company.

20

2 1 Q- How have you estimated the dividend growth component of the DCF equation?

22

23

24

25

26

A.

A.

A. The  divide nd growth ra te  compone nt of the  DCF mode l is  us ua lly the  mos t crucia l a nd

controve rs ia l e le me nt involve d in this  me thodology. The  obje ctive  of e s tima ting the

dividend growth component is  to re flect the  growth expected by investors  tha t is  embodied

in the  price  (a nd yie ld) of a  compa ny's  s tock. As  s uch, it is  importa nt to re cognize  tha t

individua l inve s tors  ha ve  diffe re nt e xpe cta tions  a nd cons ide r a lte rna tive  indica tors  in
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1

2

3

4

de riving the ir e xpe cta tions .  This  is  e vide nce d by the  fa c t tha t e ve ry inve s tm e nt de c is ion

re sulting in the  purcha se  of a  pa rticula r s tock is  ma tche d by a nothe r inve s tme nt de cis ion to

s e ll tha t s tock. O bv ious ly,  s inc e  two  inve s to rs  re a c h  d iffe re n t de c is ions  a t the  s a m e

ma rke t price , the ir e xpe cta tions  diffe r.

5

6 A wide  a rra y of indica tors  e xis t for e s tim a ting the  growth e xpe cta tions  of inve s tors . As a

7

8

9

re s u lt,  it is  e v ide nt tha t no  s ing le  ind ica tor o f g rowth  is  a lwa ys  us e d  by a ll inve s tors .  It

the re fore  is  ne ce s s a ry to cons ide r a lte rna tive  indica tors  of divide nd growth in de riving the

growth com pone nt of the  DCF m ode l.

10

11 I ha ve  cons ide re d five  indica tors  of growth in my DCF a na lys e s . The s e  a re :

12

13

2002-2006 (5-year average) ea rnings  re tention, or fundamenta l growth (per

Va lue  Line ),

14

15

16

17

18

19

20

2 1

5-ye a r a ve ra ge  of his toric growth in e a rnings  pe r sha re  (EP S ), divide nds

per share  (DPS), and book va lue  per share  (BVPS) (per Value  Line),

2007, 2008, a nd 2010-2012 proje ctions  of e a rnings  re te ntion growth (pe r

Va lue  Line ),

2004-2006 to 2010-2012 proje ctions  of EP S , DP S , a nd BVP S  (pe r Va lue

Line ), a nd,

5-ye a r proje ctions  of EP S  growth a s  re porte d in Firs t Ca ll (pe r Ya hoo!

Finance ).

22

23

24

25

26

be lie ve  this  combina tion of growth indica tors  is  a  re pre s e nta tive  a nd a ppropria te  s e t with

which to be gin the  proce s s  of e s tim a ting inve s tor e xpe cta tions  of divide nd growth for the

groups  of proxy compa nie s . I a ls o be lie ve  tha t the s e  growth indica tors  re fle ct the  type s  of

inform a tion tha t inve s tors  cons ide r in  m a king the ir inve s tm e nt de c is ions .  As  I indica te d

2.

3.

4.

1 .

5.
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pre vious ly,  inve s tors  ha ve  a n a rra y of inform a tion a va ila ble  to  the m , a ll of which s hould

be  e xpe cte d to ha ve  some  impa ct on the ir de cis ion~ma king proce ss

4 Q P le a s e  d e s c rib e  yo u r in itia l DCF c a lc u la tio n s

S che dule  8 pre s e nts  my DCF a na lys is . P a ge  1 s hows  the  ca lcula tion of the  "ra w" (i.e

prior to a djus tme nt for growth) divide nd yie ld for e a ch proxy compa ny. P a ge s  2 a nd 3

show the  growth ra te  for the  groups  of proxy compa nie s . P a ge  4 shows  the  "ra w" DCF

ca lcula tions , which a re  pre se nte d on se ve ra l ba se s : me a n, me dia n, a nd high va lue s . The se

re sults  ca n be  summa rize d a s  follows

Me a n Me dia n Hig h '

11 .5%

Hig h

11.4%P roxy Group

Ha da wa y Group 8.5% m, 10.4%

Inoue  tha t the  individua l DCF ca lcula tions  s hown on S che dule  8 s hould not be  inte rpre te d

to re fle c t the  e xpe c te d cos t of ca pita l for the  proxy groups ,  ra the r,  the  individua l va lue s

shown should be  inte rpre te d a s  a lte rna tive  informa tion cons ide re d by inve s tors

The  DCF re sults  in S che dule  8 indica te  a ve ra ge  (me a n a nd me dia n) DCF cos t ra te s  of

a bout 8.5 pe rce nt. The  highe s t DCF ra te s  (i.e ., us ing the  highe s t growth ra te s  only) a re

about 10.4 pe rcent to 11.5 pe rcent. I note  tha t the  high DCF re sults  (i.e ., mean high) a re

each s ignificantly influenced by a  s ingle  company's  "outlie r" EPS forecas t growth ra te

Using only the highes t growth ra te
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1 Q- What do you conclude from your DCF analyses?

2

3

4

5

6

The se  a na lyse s  re fle ct a  broa d DCF ra nge  of 8.5 pe rce nt to 11.5 pe rce nt for the  proxy

groups . This  is  approximated by the  upper portion of the  ave rage /mean va lues , a s  we ll a s

the  top DCF ca lcula tions  for the  proxy groups  e xa mine d in the  pre vious  a na lys is . I give

le s s  we ight to the  lowe r e nd of the  me a n/me dia n re s ults , a s  we ll a s  le s s  we ight to the

uppe r e nd  of the  Ha da wa y group . I g ive  le s s  we igh t to  the  ou tlie r re s u lts  s ince

knowle dge a ble  inve s tors  would not be  e xpe cte d to pla ce  prima ry we ight on the  mos t

extreme  results . I be lieve  tha t 9.5 pe rcent to 10.5 pe rcent (10.0 pe rcent mid-point) re flects

the  proper DCF cost for the  proxy groups .

7

8

9

10

11 IX. CAP ITAL AS S E T P RICING  MO DE L ANALYS IS

1 2

1 3

Q- Please describe the theory and methodological basis of the capital asset pricing

model.

1 4 The  Ca pita l As s e t P ricing Mode l (CAP M) is  a  ve rs ion of the  ris k pre mium me thod. The

CAPM describes  and measures  the  re la tionship be tween a  security's  inves tment risk and

its  ma rke t ra te  of re turn. The  CAP M wa s  de ve lope d in the  1960s  a nd 1970s  a s  a n

e xte ns ion of mode m portfolio the ory (MP T), which s tudie s  the  re la tionships  a mong risk,

divers ifica tion, and expected re turns .

Q, How is  the  CAP M de rive d?

1 5

1 6

1 7

1 8

1 9

2 0

2 1

2 2

The  ge ne ra l font of the  CAPM is :

23

A.

A.

A.

K = Rf +8(Rm-R/)
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1 where :

2

3

4

5

K = cos t of e quity

Rf = risk free  ra te

Rm =re turn on marke t

[3 = beta

Rm-Rf = marke t risk premium

6

7

8

9

10

11

As  note d pre vious ly, the  CAP M is  a  va ria nt of the  ris k pre mium me thod. I be lie ve  the

CAP M is  ge ne ra lly s upe rior to  the  s imple  ris k pre mium me thod be ca us e  the  CAP M

specifica lly recognizes  the  risk of a  pa rticula r company or industry (i.e ., be ta ), whereas  the

s imple  risk premium method a ssumes  the  same  risk premium for a ll companies  exhibiting

s imila r bond ra tings .

1 2

1 3 Q- What groups  of companies  have  you utilized to  perform your CAPM ana lys es ?

1 4

15

I ha ve  pe rforme d CAP M a na lyse s  for the  sa me  groups  of proxy utilitie s  e va lua te d in my

DCF ana lyses .

16

1 7 Q, What rate did you use for the risk-free rate?

1 8 The  firs t te rm of the  CAPM is  the  risk-free  ra te  (Rf). The  risk-free  ra te  re flects  the  leve l of

19

20

21

22

re turn tha t can be  achieved without accepting any marke t risk.

In CAP M a pplica tions , the  risk-fre e  ra te  is  ge ne ra lly re cognize d by use  of U.S . Tre a sury

securities . Two ge ne ra l type s  of U.S . Tre a s ury s e curitie s  a re  ofte n utilize d a s  the  Rf

component - short-te rm U.S . Treasury bills  and long-te rm U.S . Treasury bonds .

23

24 I

25

26

A.

A.

ha ve  pe rforme d CAP M ca lcula tions  us ing the  thre e  month a ve ra ge  yie ld (Nove mbe r

2007 - J a nua ry 2008) for 20-ye a r U.S . Tre a s ury bonds . Ove r this  thre e  month pe riod,

these bonds had an average yield of 4.49 percent.
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1 Q. What is beta and what betas did you employ in your CAPM?

2

3

4

5

6

Beta  is  a  measure  of the  re la tive  vola tility (and thus  risk) of a  pa rticula r s tock in re la tion to

the  ove ra ll ma rke t. Be ta s  of le s s  tha n 1.0 a re  cons ide re d le s s  ris ky tha n the  ma rke t,

whe rea s  be ta s  grea te r than 1.0 a re  more  risky. Utility s tocks  traditiona lly have  had be ta s

be low 1.0. I utilize d the  mos t re ce nt Va lue  Line  be ta s  for e a ch compa ny in the  groups  of

proxy utilitie s .

7

8 Q- How did you estimate the market risk premium component?

9

10

11

12

The marke t risk premium component (Rm-Rf) represents  the  investor-expected premium of

common s tocks  ove r the  ris k-fre e  ra te , or gove rnme nt bonds . For the  purpos e  o f

e s tima ting the  ma rke t risk pre mium, I cons ide re d a lte rna tive  me a sure s  of re turns  of the

S&P 500 (a  broad-based group of large  U.S. companies) and 20-year U.S. Treasury bonds.

13

1 4

1 5

1 6

1 7

Firs t, I have  compared the  actua l annua l re turns  on equity of the  S&P 500 with the  actua l

annua l yie lds  of U.S . Treasury bonds . Schedule  9 shows the  re turn on equity for the  S&P

500 group for the  pe riod 1978-2006 (a ll ava ilable  yea rs  reported by S&P). This  schedule

a lso indica te s  the  a nnua l yie lds  on 20-ye a r U.S . Tre a sury bonds , a s  we ll a s  the  a nnua l

diffe rentia ls  (i.e ., risk premiums) be tween the  S&P 500 and U.S . Treasury 20-yea r bonds .

Ba se d upon the se  re turns , I conclude  tha t this  ve rs ion of the  risk pre mium is  a bout 6.4

percent.

18

19

20

21

22

23

24

25

A.

A.

I have  a lso cons ide red the  tota l re turns  (i.e ., dividends /inte re s t plus  capita l ga ins /losse s )

for the  S &P  500 group a s  we ll a s  for the  long-te rm gove rnme nt bonds , a s  ta bula te d by

Ibbotson Associa te s , us ing both a rithme tic a nd ge ome tric me a ns . I ha ve  cons ide re d the

tota l re turns  for the  entire  1926-2007 period, which a re  as  follows:
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1
S&P 500 L-T Gov 't Bonds Ris k P re mium

2

3

Arithme tic

Geometric

12.3%

10.4%

5.8%

5.5%

6.5%

4.9%

4

5

6

I conclude  from this  tha t the  e xpe cte d risk pre mium is  a bout 5.9 pe rce nt (i.e ., a ve ra ge  of

a ll thre e  risk pre miums). I be lie ve  tha t a  combina tion of a rithme tic a nd ge ome tric me a ns

is appropria te  because  investors have access to both types of means and, presumably, both

type s  a re  re fle cte d in inve s tme nt de cis ions  a nd thus  s tock price s  a nd cos t of ca pita l.

Schedule  10 shows my CAPM ca lcula tions  us ing the  risk premium. The  results  a re :

7

8

9

10

11
Me a n Me dia n

12

13

P roxy Group

Ha da wa y Group

9.7%

9.6%

9.8%

9.5%

14

15 Q- What is your conclusion concerning the CAPM cost of equity?

16

17

18

19

20

The  CAPM re sults  colle ctive ly indica te  a  cos t of a bout 9.5 pe rce nt to 9.8 pe rce nt for the

two groups  of comparison utilitie s .

x .

Q-

CO MP ARABLE  E ARNING S  ANALYS IS

Pleas e des cribe the bas is  of the CE methodology.

21

22

The  CE me thod is  de rive d from the  "corre s ponding ris k" s ta nda rd of the Blue fie ld and

Hope ca se s . This  me thod is  thus  ba se d upon the  e conomic conce pt of opportunity cos t.

As  pre vious ly note d, the  cos t of ca pita l is  a n opportunity cos t: the  pros pe ctive  re turn

ava ilable  to inves tors  from a lte rna tive  inves tments  of s imila r risk.

23

24

25

A.

A.
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1

2

3

4

The  CE method is  des igned to measure  the  re turns  expected to be  ea rned on the  origina l

cos t book va lue  of s imila r risk ente rprises . Thus , this  me thod provides  a  direct measure  of

the  fa ir re turn, be ca use  the  CE me thod tra ns la te s  into pra ctice  the  compe titive  principle

unde rlying re gula tion.

5

6

7

8

9

10

11

12

The  CE me thod norma lly e xa mine s  the  e xpe rie nce d a nd/or proje cte d re turns  on book

common e quity. The  logic for e xa mining re turns  on book e quity follows  from the  use  of

origina l cos t ra te  ba se  re gula tion for public utilitie s , which use s  a  utility's  book common

equity to de te rmine  the  cos t of capita l. This  cos t of capita l is , in tum, used a s  the  fa ir ra te

of re turn which is  then applied (multiplied) to the  book va lue  of ra te  ba se  to e s tablish the

dolla r le ve l of ca pita l cos ts  to be  re cove re d by the  utility. This  te chnique  is  cons is te nt

with the  ra te  base  methodology genera lly used to se t utility ra tes .

13

1 4 Q-

15

How have you employed the CE methodology in your analysis of TEP's common

equity cost?

16

17

1 8

19

20

21

22

I conducte d the  CE me thodology by e xa mining re a lize d re turns  on e quity for s e ve ra l

groups of companies  and eva lua ting the  investor acceptance  of these  re turns  by re fe rence

to the  resulting marke t-to-book ra tios . In this  manner, it is  poss ible  to assess  the  degree  to

which a  give n le ve l of re turn e qua te s  to the  cos t of ca pita l. It is  ge ne ra lly re cognize d for

utilitie s  tha t marke t-to-book ra tios  of grea te r than one  (i.e ., l00%) re flect a  s itua tion where

a  compa ny is  a ble  to a ttra ct ne w e quity ca pita l without dilution (i.e ., a bove  book va lue ).

As  a  re sult, one  objective  of a  fa ir cos t of equity is  the  ma intenance  of s tock prices  above

23 book va lue .

24

25

26

A.

would further note  tha t the  CE analysis , as  I have  employed it, is  based upon market da ta

(through the  use  of ma rke t-to-book ra tios ) a nd, is  thus , e s se ntia lly a  ma rke t te s t. As  a
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1

2

3

re s ult, my a na lys is  is  not s ubje ct to  the  criticis ms  occa s iona lly ma de  by s ome  who

ma inta in tha t pa s t e a rne d re turns  do not re pre s e nt the  cos t of ca pita l. In a ddition, my

analysis  uses prospective  re turns and thus is  not confined to his torica l da ta .

4

5 Q- What time periods have you examined in your CE analysis?

6

7

8

9

1 0

11

1 2

1 3

1 4

My CE a na lys is  cons ide rs  the  e xpe rie nce d e quity re turns  of the  proxy groups  of utilitie s

for the  pe riod 1992-2006 (i.e ., pas t fifteen years). The  CE ana lys is  requires  tha t I examine

a  re la tive ly long pe riod of time  in orde r to de te rmine  trends  in ea rnings  ove r a t le a s t a  full

bus iness  cycle . Furthe r, in  e s tima ting  a  fa ir le ve l of re turn  for a  fu ture  pe riod , it is

importa nt to e xa mine  e a rnings  ove r a  dive rse  pe riod of time  in orde r to a void a ny undue

influence  from unusua l or abnorma l conditions  tha t may occur in a  s ingle  yea r or shorte r

pe riod. The re fore , in forming my judgment of the  current cos t of equity I have  focused on

two pe riods : 2002-2006 (the  pas t five  yea rs  - the  ave rage  length of a  bus iness  cycle ) and

1992-2001 (the  most recent complete  business cycle).

1 5

1 6 Q- Please describe your CE analysis.

1 7

1 8

1 9

20

2 1

S che dule s  11 a nd 12 conta in s umma rie s  of e xpe rie nce d re turns  on e quity for s e ve ra l

groups  of compa nie s , while  S che dule  13 pre s e nts  a  ris k compa ris on of utilitie s  ve rs us

unregula ted firms .

S che dule  ll s hows  the  e a rne d re turns  on a ve ra ge  common e quity a nd ma rke t-to-book

ra tios  for the  two groups  of proxy utilitie s . These  can be  summarized a s  follows:

22

23 His toric

24 Group ROE M/B

Prospective

ROE

25 8.1-9.3% 130-146% 8.0-9.7%

26

A.

A.

P roxy Group

Hadaway Group 10.2-11.3% 156-157% 10.1-10.6%
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1

2

3

4

5

The s e  re s ults  indica te  tha t his toric re turns  of 8.1-11.3 pe rce nt ha ve  be e n a de qua te  to

produce  ma rke t-to-book ra tios  of 130-156 pe rce nt for the  groups  of proxy utilitie s .

Furthe rmore , proje cte d re turns  on e quity for 2007, 2008, a nd 2010-2012 a re  within a

range  of 8.0 pe rcent to 10.6 pe rcent for the  utility groups . These  re la te  to 2006 marke t-to-

book ra tios  of 149 percent or higher.

6

7 Q. Have you also reviewed earnings of unregulated firms?

8

9

10

11

12

13

14

Ye s . As  a n a lte rna tive , I a ls o e xa mine d a  group of la rge ly unre gula te d firms . I ha ve

examined the  S tanda rd & Poor's  500 Composite  group, because  this  is  a  we ll recognized

group of firms  tha t is  wide ly utilize d in the  inve s tme nt community a nd is  indica tive  of the

competitive  sector of the  economy. Schedule  12 presents  the  earned re turns  on equity and

marke t-to-book ra tios  for the  S&P 500 group ove r the  pas t fifteen yea rs . As  this  Schedule

indica tes , over the  two periods  this  group's  average  ea rned re turns  ranged from 14.1-14.7

percent with market-to-book ra tios  ranging be tween 284 percent and 341 percent.

15

16 Q- How can the above information be used to estimate the cost of equity for TEP?

1 7

18

19

20

21

22

23

A.

A. The  re ce nt e a rnings  of the  proxy utility a nd S &P  500 groups  ca n be  u tilize d  a s  a n

indica tion of the  le ve l of re turn re a lize d a nd e xpe cte d in the  re gula te d a nd compe titive

s e ctors  of the  e conomy. In orde r to a pply the s e  re turns  to the  cos t of e quity for proxy

utilitie s , howe ve r, it is  ne ce s s a ry to compa re  the  ris k le ve ls  of the  utility indus try with

those  of the  compe titive  sector. Shave  done  this  in Schedule  13, which compares  seve ra l

ris k indica tors  for the  S &P  500 group a nd the  utility groups . The  informa tion in  this

schedule  indica tes  tha t the  S&P 500 group is  more  risky than the  utility proxy groups .



Dire ct Te s timony of Da vid C. P urce ll
Docke t Nos . E-01933A-07-0402 a nd E-01933A~05-0650
P a ge  34

1 Q- What return on equity is indicated by the CE analysis?

2

3

4

5

6

7

8

9

10

11

12

Ba s e d on the  re ce nt e a rnings  a nd ma rke t-to-book ra tios , I be lie ve  the  CE a na lys is

indica te s  tha t the  cos t of equity for the  proxy utilitie s  is  no more  than 10.0 pe rcent to 10.5

pe rce nt (10.25 pe rce nt mid-point). Re ce nt re turns  of 8.1-11.3 pe rce nt ha ve  re s ulte d in

ma rke t-to-book ra tios  of 130 a nd gre a te r. P ros pe ctive  re turns  of 8.0 pe rce nt to 10.6

pe rcent re sult in anticipa ted marke t-to-book ra tios  of 149 pe rcent or ove r. As  a  re sult, it is

appa rent tha t re turns  be low this  leve l would re sult in ma rke t-to-book ra tios  of we ll above

100 percent. Accordingly, an earned re turn of 10.0 percent to 10.5 percent should result in

a  marke t-to-book ra tio of ove r 100 pe rcent. As  I indica ted ea rlie r, the  fact tha t marke t-to-

book ra tios  substantia lly exceed 100 percent indica tes  tha t his toric and prospective  re turns

of 10 pe rcent to ll pe rcent re fle ct e a rnings  leve ls  tha t exceed the  cos t of equity for those

regula ted companies.

13

14

15

16

In  a pp lying  the  CE a na lys is , it a ls o  is  importa n t to  re cognize  re ce n t tre nds . My

re comme nde d ra nge  of 10.0 pe rce nt to 10.5 pe rce nt is  furthe r supporte d by the  a ctua l

newly authorized re turns  on common equity from 2002 through June  2007, which a re  a s

follows for U.S . e lectric utilities  as  authorized by s ta te  regula tory agencies  :

Ye a r No. of De cis ions

22

17

18

19

20 2002

21

22

23

22

19

24

29

25

25

A.

2003

2004

2005

2006

2007 (6 months )

R O E

11.16%

10.97%

10.75%

10.54%

10.86%

10.27% 18
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1 Source : Regula tory Research Associa tes , "Regula tory Focus" July 3, 2007.

2

3

4

5

6

7

8

9

1 0

1 1

1 2

1 3

1 4

Please  a lso note  tha t my CE ana lys is  is  not based on a  ma thematic formula  approach, a s

a re  the  DCF a nd CAPM me thodologie s . Ra the r, it is  ba se d on re ce nt tre nds  a nd curre nt

conditions  in e quity ma rke ts . Furthe r, it is  ba s e d on the  dire ct re la tions hip be twe e n

re turns  on common s tock a nd ma rke t-to-book ra tios  of common s tock. In utility ra te

se tting, a  fa ir ra te  of re turn is  genera lly based on the  utility's  asse ts  (i.e ., ra te  base) and the

book va lue  of the  utility's  capita l s tructure . As  s ta ted ea rlie r, ma intenance  of a  financia lly

s ta ble  utility's  ma rke t-to-book ra tio a t l00%, or a  bit highe r, is  fully a de qua te  to ma inta in

the  utility's  fina ncia l s ta bility. On the  othe r ha nd, a  ma rke t price  of a  utility's  common

s tock tha t is  150 pe rce nt or more  a bove  the  s tock's  book va lue  is  indica tive  of e a rnings

tha t exceed the  utility's  re a sonable  cos t of capita l. Thus , a ctua l or projected ea rnings  do

not dire ctly tra ns la te  into a  utility's  re a s ona ble  cos t of e quity. Ra the r, the y mus t be

viewed in re la tion to the  marke t-to-book ra tios  of the  utility's  common s tock.

1 5

1 6

1 7

1 8

1 9

20

2 1
\

22

23

My 10.0 pe rcent to 10.5 pe rcent CE recommenda tion re fle cts  the  fact tha t his toric equity

re turns of 8.1 percent to 11.3 percent have  resulted in market-to-book ra tios  of 130 percent

to 156 pe rce nt, which de mons tra te s  tha t the  e quity re turns  e xce e d the  cos t of ca pita l.

Likewise , projected re turns  of about 8.0 pe rcent to 10.6 pe rcent re la te  to 2006 marke t-to-

book ra tios  of 149 percent and over. My 10.0 percent to 10.5 percent CE recommendation

is  not des igned to result in marke t-to-book ra tios  as  low as  1.0 for TEP. Ra ther, it is  based

on current marke t conditions  and the  proposition tha t ra tepayers  should not be  required to

pay ra tes based on earnings levels  tha t result in excessive  market-to-book ra tios.
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1 XI.

2 Q-

RETURN ON EQUITY RECOMMENDATION

Please summarize the results of your three cost of equity analyses.

3 My three methodologies produce the following:

4

5 Dis counte d Ca s h F low 9.5-10.5%

6 9.5-9.8%

7

Capital Asset Pricing Model

Comparable Earnings 10.0-10.5%

8

9

10

My overall conclusion from these results is a reasonable range of 9.5 percent to 10.5

percent, which focuses on the respective individual model findings.

11

12

13

14

The  m id-point of th is  ra nge  is  10.0  pe rce nt,  which is  a pplica ble  to  the  proxy com pa nie s .

Howe ve r, this  10.0 pe rce nt m id-point is  not a pplica ble  to  TEP , which ha s  highe r ris k a nd

thus  a  lowe r cos t of ca pita l tha n the  proxy group compa nie s . This  highe r ris k is  due  to the

15 fo llowing :

16

17 • Lowe r bond  ra tings  of TEP  ve rs us  the  bond  ra tings  of the  proxy com pa nie s ,

18 a nd,

19 •

20

Lowe r e qu ity ra tio ,  a nd  thus  h ighe r fina nc ia l ris k,  fo r TEP  ve rs us  the  p roxy

compa nie s .

2 1

22 I re com m e nd a  cos t of e quity a t the  uppe r e nd of this  ra nge , or 10.25 pe rce nt for TEP , to

23

A.

re cognize  the se  diffe re nce s .
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1 XII. TO TAL CO S T O F CAP ITAL

2 Q- What is  the  to ta l cos t of capita l for TEP?

3

4

5

6

S che dule  1 re fle cts  the  tota l cos t of ca pita l for the  Compa ny us ing the  a ctua l ca pita l

s tructure  a nd cos ts  of s hort-te rm a nd long-te rm de bt, a nd my common e quity cos t

re comme nda tions . The  re s ulting tota l cos t of ca pita l is  a  ra nge  of 7.63 pe rce nt to 8.03

pe rce nt (7.93 pe rce nt with 10.25 pe rce nt cos t of e quity). I re comme nd tha t this  7.93

percent tota l cost of capita l be  es tablished for TEP.7

8

9

10

Q- Do e s  yo u r c o s t o f c a p ita l re c o mme n d a tio n  p ro vid e  th e  c o mp a n y with  a  s u ffic ie n t

leve l of ea rnings  to  mainta in  its  financ ia l in tegrity?

1 1

12

1 3

14

Yes, it does . Schedule  14 shows the  pre -tax coverage  tha t would re sult if TEP ea rned my

cos t of ca pita l re comme nda tion. As  the  re sults  indica te , my re comme nde d ra nge  would

produce  a  cove ra ge  le ve l within  the  be nchma rk ra nge  for a  Triple  B ra te d utility. In

addition, the  debt ra tio (which re flects  the  Company's  proposed capita l s tructure ) is  within

the  benchmark for a  Triple  B ra ted utility.

XIII. C O MME NTS O N CO MP ANY TE S TIMO NY

What cos t of capita l is  TEP reques ting in this  proceeding?

15

16

17

18

19

Q-

TEP is  reques ting, a s  the  cos t of se rvice  option of its  filing, the  following cos t of capita l:

20

21
Ite m Percent Cost

22

23

55.00%

45.00%

6.39%

10.75%

Wgt- Cost

3.51%

4.84%

24

Long-te rm De bt

Common Equity

Tota l Ca pita l 100.00% 8.35%
25

A.

A.

A.
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This  capita l s tructure  is  a  hypothe tica l capita l s tructure  and is  supported by TEP witnesses

La rs on a nd Ha da wa y. Eve n though this  propos e d ca pita l s tructure  is  re fe rre d to a s

proforma", in re a lity it is  a  hypothe tica l capita l s tructure

5 Q Do you agree with TEP's proposal to use a hypothetical capital structure?

No, I do not. As  I indica te d pre vious ly, it is  more  a ppropria te  to us e  the  a ctua l ca pita l

s tructure  of TEP in es tablishing its  cos t of capita l

9 Q Do you agree  with TEP's  propos ed cos t of equity

No, I do not. As  I note d a bove , TEP  is  propos ing a  10.75 pe rce nt cos t of e quity to be

a pplie d to a  hypothe tica l ca pita l s tructure  with 45 pe rce nt common e quity. In the  e ve nt

tha t TEP 's  actua l capita l s tructure  is  used to se t the  cos t of capita l, TEP witness  Hadaway

proposes use  of an 11.75 percent cost of equity. I disagree  with both of these  proposa ls

1 5 Q Please summarize Dr. Hadaway's return on equity recommendations

Dr. Ha da wa y is  re comme nding a  10.75 pe rce nt re turn on e quity for TEP . This  10.75

pe rcent re commenda tion is  ba sed on his  DCF re sults  (10.4-10.8 pe rcent), CAPM re sults

(11.1 percent), and risk premium approach (10.8-12.6 percent)

20 Q What is your understanding of Dr. Hadaway's DCF methodologies and conclusions?

Dr. Hadaway applie s  three  ve rs ions  of the  cons tant growth DCF mode l. Firs t, he  pe rforms

what he  describes  as  the  constant growth format of the  DCF mode l. In this , he  uses  s tock

price s  for the  thre e -month pe riod Fe brua ry-April, 2007, a long with "ne xt ye a r's " divide nd

le ve ls , to ge t his  divide nd yie ld compone nt (4.l5% a ve ra ge  a nd 4.18% me dia n). He

combine s  this  yie ld with the  a ve ra ge  of four growth ra te s the  "proje cte d" BR (Le

re tention ra te  times  re turn on equity, a  measure  of expected growth due  to the  re tention of
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earnings), two measures  of earnings per share  (EPS) growth and growth in gross  domestic

product (GDP). His  re sults  from this  DCF mode l a re  9.3 pe rcent to 9.5 pe rcent (Schedule

SCH 7, page  1). It is  apparent, however, tha t Dr. Hadaway does  not give  any weight to his

tra ditiona l" DCF re sults , prima rily be ca use  the  9.3 pe rce nt to 9.5 pe rce nt re sults  re fle ct

his  pe rce ption tha t this  le ve l is  more  tha n 100 ba s is  points  be low my risk pre mium

checks of reasonableness

Howe ve r, a s  I will point out be low, Dr. Ha da wa y's  ris k pre mium a na lys is  a ls o produce s

excess ive  re sults . th is  a ls o  is  not a  le gitima te  re a s on to  dis re ga rd the

tra ditiona l" DCF re sults

As  a  re s u lt,

1 2 Q Do you agree with Dr. Hadaway's "traditional" DCF model inputs and conclusions?

No, I do not. The  "GDP  Growth" input in Dr. Ha da wa y's  DCF a na lys e s , a s  s hown on

Schedule  SCH-7, is  6.60 percent

1 6 Q What is  the  s ource  of this  6.60 percent GDP figure

According to Dr. Ha da wa y's  S che dule  S CH-7, pa ge  5, this  6.60 pe rce nt GDP  growth is

the  "Average  of GDP Growth During the  Las t 10 yea r, 20 yea r, 30 yea r, 40 yea r, 50 yea r

and 59 year periods

2 1 Q Is there anything inconsistent with Dr. Hadaway's use of historic GDP growth in his

DCF analyses

Ye s , the re  is . All of Dr. Ha da wa y's  othe r growth ra te s  in his  "tra ditiona l" DCF a na lys e s

(i.e ., BR growth and EPS  growth) re flect projections  of future  growth. On the  othe r hand

Dr. Ha da wa y only use s  his toric ra te s  in his  GDP  growth input. Appa re ntly, Dr. Ha da wa y
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1

2

be lieves  it is  not prope r to use  his toric growth ra te s  of financia l indica tors  (i.e ., BR growth

and EPS growth), but it is  proper to use  only his toric growth ra te s  in his  GDP input.

3

4 Q- Are  you aware  of any projec tions  of GDP growth?

5 Yes, I am. There  a re  a t leas t two sources  of projections  of GDP growth. These  a re :

6

7

8

Socia l Security Adminis tra tion (SSA), and

Ene rgy Informa tion Adminis tra tion (EIA),

9

10 The two organiza tions cited above  are  U.S. government-sponsored organiza tions.

11

12 Q- What are the projections of GDP growth by these two organizations?

13 As  of S pring, 2007 the  mos t re ce nt pe riod a va ila ble  a t the  time  Dr. Ha da wa y wa s

14

15

16

preparing his  testimony - the  prob sections of GDP growth by these  two organizations were:

SSA - 2007-2085 - 4.4% (see  Schedule  15)

EIA - 2006-2030 - 4.8% (se e  S che dule  15)

17

18

19

Each of the se  projections  is  a t le a s t 180 ba s is  points  be low the  6.60 pe rcent GDP figure

used by Dr. Hadaway.

20

21 Q~

22

Would  it be  more  a ppropria te  to  us e  h is to ric  o r p ro je c te d  g rowth  ra te s  o f GDP  in  a

DCF ana lys is  s uch as  tha t be ing us ed by Dr. Hadaway?

23

24

A.

A.

A. It would be  a ppropria te  to us e  proje ctions  of GDP  growth, s ince  Dr. Ha da wa y is  us ing

projections  of the  othe r growth ra te  indica tors .
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1 Q-

2

3

Is it reasonable to believe that investors would expect GDP growth to be 6.60

percent, in spite of much lower projections by the U.S. government forecasting

organizations?

4 No, it is  not.

5

6 Q-

7

Are you aware of any utility regulatory agencies that utilize GDP growth as a

component in a DCF analysis?

8

9

10

1 1

1 2

The  only re gula tory a ge ncy of which I a m a wa re  tha t dire ctly a nd forma lly us e s  GDP

growth in a  DCF conte xt is  the  Fe de ra l Ene rgy Re gula tory Commis s ion (FERC). The

FERC re gula rly us e s  a  two-s ta ge  DCF mode l in  e s ta blis h ing  the  cos t of e quity for

inte rs ta te  na tura l ga s  pipe line s . The  firs t s ta ge  of the  FERC two-s ta ge  DCF mode l is  5~

ye a r EP S  fore ca s ts , while  the  se cond s ta ge  is  GDP  proje ctions  for 6-25+ ye a rs  into the

future .1 3

1 4

15 Q. How much weight does FERC give to the GDP growth rate in its two-stage DCF

16

17

model?

33 percent.

18

19

20

21

Q- Are you aware of any regulatory agencies that use historic GDP growth in a DCF

22

23

24

A.

A.

A.

A.

context?

No, not in the  sa me  conte xt a s  Dr. Ha da wa y doe s . I a m a wa re  the  Utilitie s  Divis ion S ta ff

routine ly conducts  a  two-s ta ge  DCF a na lys is  tha t use s  his toric GDP growth a s  the  long-

te rm s tage . However, the  S ta ff does  not use  his toric GDP growth as  the  only DCF growth

ra te , as  Dr. Hadaway does in a ll of his  DCF ana lyses .
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1 Q~ Do you have any concluding comments about Dr. Hadaway's first DCF model - the

"traditional" DCF?2

3

4

Ye s , I do. Dr. Ha da wa y finds  a  9.3 pe rce nt to 9.5 pe rce nt cos t of e quity re sult us ing this

mode l. His  re a s on for not cons ide ring the s e  re s ults  is  not va lid . In  a ddition, h is  9 .3

5

6

pe rce nt to 9.5 pe rce nt findings  a re  e xce ss ive  s ince  his  6.60 pe rce nt GDP  compone nt is

oversta ted by a t least 180 basis  points .

7

8 Q~

9

1 0

What would be the impact of using a projected GDP growth rate in Dr. Hadaway's

"traditional" DCF analysis?

As is shown below, the impact would be substantial.

11

1 2 Dividend Yield 4. 15% (ave rage )

1 3 Growth Rates :

1 4 BR 3.90%

1 5 Zacks 5.68%

1 6 Va lue  Line 5.44%

1 7 GDP 4.60% (se e  S che dule  15)

1 8 4.91%

1 9

Average

"Traditional" DCF 9.06%

20

2 1 Q- Please now turn to Dr. Hadaway's second DCF analysis.

22

23

24

A.

A.

A. Dr. Ha da wa y's  s e cond DCF mode l re lie s  e xclus ive ly on the  6.60 pe rce nt GDP  prob se ctions

a s  the  DCF growth ra te .  As  s uch, it a ls o  re s ults  in  a n ove r-s ta te m e nt of the  DCF cos t of

e quity a s  doe s  his  "tra ditiona l" DCF mode l.



Dire ct Te s timony of Da vid C. P urce ll
Docke t Nos . E-01933A-07-0402 and E-01933A-05-0650
Page 43

1 Q~ What is the impact of the GDP growth on Dr. Hadaway's second DCF analysis?

2 As is  shown be low, the  impact is  even more  substantia l than was the  case  on his  firs t DCF

3 test:

4 Yie ld

GDP5

6

4.15%

4.60% (see  Schedule  15)

8.75%

7

8

9

10

Q- Please describe Dr. Hadaway's third DCF model.

11

12

13

Dr. Ha da wa y's  third DCF a na lys is  is  a  "two-s ta ge  growth" mode l tha t use s  five  ye a rs  of

"ca s h flows " (i.e ., divide nds ) plus  ye a rs  5-150 divide nd growth (a s  me a s ure d by GDP

growth a t 6.60 pe rce nt). This  DCF mode l e mploys  a  150 ye a r "inte rna l ra te  of re turn" a s

the  DCF re sult, which Dr. Ha da wa y finds  to be  10.4 pe rce nt (a ve ra ge ) a nd 10.5 pe rce nt

(median).

14

15

16

17

Q- Is there anything improper about this DCF model and results?

18

19

20

21

22

Ye s , the re  a re  two s ignifica nt proble ms  with this  DCF mode l. Firs t, by e s tima ting growth

ra tes  of up to 150 years  into the  future , this  mode l incorpora tes  ques tionable  assumptions

about future  growth, not to mention measurement problems going so fa r into the  future .

23

24

25

26

A.

A.

A.

Second, the  primary growth ra te  in this  ana lys is , and the  growth ra te  tha t is  used in 145 of

the  150 ye a rs  in the  "inte rna l ra te  of re turn" mode l, is  the  6.60 pe rce nt GDP  growth

discussed above . In other words , Dr. Hadaway's  150 year projected DCF mode l uses  only

his toric figure s  to e s tima te  145 ye a rs  of da ta , notwiths ta nding the  e xis te nce  of GDP

proje ctions  by both U.S . gove rnme nt a nd priva te  fore ca s ting orga niza tions . Thus , this

DCF mode l s uffe rs  from the  s a me  s ignifica nt fla w tha t ca us e s  Dr. Ha da wa y's  firs t a nd

second DCF models  to over-sta te  the  cost of equity
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1 Q- How much weight is given to the GDP growth rate in Dr. Hadaway's two-stage DCF

2

3

4

5

analys is ?

Dr. Ha tha wa y g ive s  the  GDP  growth  ra te  a pproxima te ly 97  pe rce n t we igh t on  a n

unwe ighe d ba s is  (i.e ., e a ch ye a r give n e qua l we ight). Eve n a llowing for the  dis counte d

na ture  of his  inte rna l ra te  of re turn process , the  weight given to GDP growth represents  the

6 ma jority of his  DCF growth.

7

8 Q~ Do you have any concluding comments about Dr. Hadaway's DCF calculations?

9

1 0

1 1

1 2

1 3

1 4

Ye s , I do. Ea ch of Dr. Ha da wa y's  thre e  DCF mode ls  ove r s ta te  the  cos t of e quity due  to

the  us e  in e a ch mode l of a  6.60 pe rce nt GDP  growth ra te . This  growth ra te  is  ba s e d

e xc lus ive ly on  h is to ric  g rowth  in  GDP , in  s p ite  o f the  fa c t tha t U.S . gove rnme n t

fore ca s ting orga niza tions  provide  long-te rm fore ca s ts  of GDP  growth. In a ddition, Dr.

Ha da wa y's  e xclus ive  us e  of h is toric  GDP  growth is  incons is te nt with  h is  e xclus ive

avoidance  of other his toric financia l da ta  in his  DCF ana lyses .

1 5

1 6 Q~ Please now discuss Dr. Hadaway's CAPM analyses.

1 7

1 8

1 9

20

2 1

Dr. Ha da wa y pe rforms  two CAP M s tudie s , which a re  s hown on his  Exhibit S CH-8. His

"long-te rm CAPM a na lys is" produce s  a  re turn of 10.31 pe rce nt, which a re  s lightly highe r

tha n my CAP M re s ults . The  ma jor diffe re nce  is  his  us e  of a  5.07 pe rce nt ris k fre e  ra te

(yie ld on 30-year Treasury bonds as  of May, 2007). I use  a  more  current 4.49 percent ra te ,

which is  more  appropria te .

22

23

24

Dr. Ha tha wa y's  "s hort-te rm CAP M a na lys is " produce s  a n 11.81 pe rce nt. This  a ls o

conta ins  a n outda te d ris k-fre e  ra te  (4.89 pe rce nt a s  of Ma y, 2007 ve rs us  3.0 pe rce nt

25 current ra te ).

26

A.

A.

A.
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1 Q- Pleas e  des c ribe  Dr. Hadaway's  ris k premium ana lys is .

2

3

Dr. Ha da wa y's  prima ry risk pre mium te s t is  a  compa rison of public utility bond yie lds  a nd

"authorized e lectric re turns" ove r the  pe riod 1980-2006. His  Schedule  SCH-9 indica te s  an

4

5

6

average  diffe rentia l of 3.13 pe rcent ove r this  entire  pe riod. He  then pe rforms a  regress ion

ana lys is  to re flect an "inverse  re la tionship be tween risk premiums and inte res t ra te  leve ls ."

His  conclus ion is  a  risk premium of 4.33 percent (Schedule  SCH-9, page  1).

7

8 Q~ What are your comments about Dr. Hadaway's risk premium methodology and

conclusions?9

10 I

1 1

1 2

1 3

1 4

note , firs t o f a ll,  tha t Dr. Ha da wa y a pp lie s  h is  4 .33  pe rce n t ris k p re mium to  h is

"proje cte d triple -B bond yie ld," which he  de rive s  (S che dule  S CH-9, page 1) by a dding

130 basis  points  to projected long-te rm Treasury bonds to ge t a  6.50 percent Triple  B yie ld

proje ction. Curre nt yie lds  on Triple -B utility bonds  a re  only a bout 6.3 pe rce nt. This  a lone

indica tes  tha t Dr. Hadaway's  risk premium results  a re  overs ta ted by some 20 basis  points .

1 5

1 6

1 7

1 8
I

1 9

20

2 1

22

23

Fina lly, it is  worth noting tha t the  annua l cos t ra te  diffe rences  be tween authorized e lectric

re turns  and public utility bonds  a re  not necessa rily re liable  indica tors  of inves tor-required

ris k pre miums . This  is  true  for thre e  re a s ons . Firs t, a uthorize d re turns  a re  s imply

averaged over a ll the  available  ra te  case  decisions during a  ca lendar year. That means tha t

a ny ca pita l ma rke t da ta  tha t the  va rious  re gula tory bodie s  cons ide re d we re  dra wn from

time periods  prior to the  decis ion rendered. In some cases , tha t period of time  be tween the

he a ring a nd the  de cis ion ca n be  subs ta ntia l. In a ny e ve nt, the re  would be  a  s ignifica nt

diffe rentia l among the  various  authorized re turns .

24

25

26

A.

A.

Se cond, the  re la tive  risk of the  utility for which the  e quity re turn wa s  de te nnine d is  not a

fa ctor in Dr. Ha tha wa y's  a na lys is . Third, while  the  inclus ion of a n outlie r ma y not be
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1

2

proble ma tic in ye a rs  in which the re  a re  ma ny ra te  ca se  de cis ions , this  would not be  the

case  in years  in which the  number of decis ions is  small, as  in recent years .

3

4 Q,

5

What would be the impact on Dr. Hadaway's risk premium analyses using current

levels of Triple-B interest rates?

6 The  re sult would be  a s  follows:

7 6.3%

8

Triple -B Yie lds

Ris k P re mium 4.2%

9 Tota l 10.5%

10

11 Q-

12

Aside from your above-stated concerns about Dr. Hadaway's risk premium analysis,

do you have any additional comments concerning the use of awarded public utility

returns?13

14

15

Yes, I do. Dr. Ha thaway's  risk premium ana lys is , a s  shown on his  Schedule  SCH-9, ends

in 2006. I note  tha t this  schedule  indica tes  a  declining trend in recent years l

1 6 2002 11.16%

17 2003 10.97%

18 2004 10.75%

1 9 2005 10.54%

20 2006 10.36%

21

22

23 10.38%

24 10.69%

25 10.02%

26

A.

A.

When  th is  is  updated  fo r the  firs t th ree  quarters  o f 2007, a  fu rther decline  is  eviden t:

le t Qtr

2nd Qtr

lTd Qtr

Ave ra g e 10 .22%
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1

2

3

4

5

6

This  a ls o ha s  implica tions  for Dr. Ha da wa y's  ris k pre mium a na lys is . Whe n the  10.22

percent average  authorized re turns  on equity for 2007 is  compared to the  yie lds  on Triple -

B ra te d utility bonds  for the  ye a r 2007 (i.e ., 6.3 pe rce nt), the  2007 "risk pre mium" is  3.9

pe rce nt (i.e ., 10.22 pe rce nt le s s  6.3 pe rce nt). Combining this  with the  curre nt yie ld on

Triple -B public utility bonds  (i.e ., 6.3 pe rce nt) re sults  in a  "risk pre mium" re turn on e quity

of 10.2 percent.

7

8 Q-

9

Do you have any concluding remarks about Dr. Hadaway's reference to authorized

returns on equity?

10

11

12

13

Ye s , I do. Dr. Ha da wa y a tte mpts  to use  a uthorize d re turns  on public utilitie s  to de ve lop

his  re comme nde d re turn on e quity. In re a lity, a uthorize d re turns  a re  much close r to my

re comme nde d re turn on e quity (9.5 pe rce nt to 10.5 pe rce nt) tha n to his  re comme nde d

re turn on equity (10.75 percent to 11.75 percent).

14

15 Q- Please comment on Dr. Hadaway's other risk premium studies.

16 On pa ge s  34-35, Dr. Ha da wa y de s cribe s  two "othe r ris k pre mium s tudie s ." The  firs t is

de rived a s  follows:17

18 Momins ta r Risk P re mium

19 P rospe ctive  Triple -B yie lds

Ris k P re mium

6.5%

20 4.5%

21 Tota l 11%

22

23

24

Again, subs tituting the  current 6.3 pe rcent risk free  ra te  produces  a  risk premium result of

10.8 percent.

25

A.

A.
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1

2

3

4

It s hould be  note d tha t this  ris k pre mium is  de rive d us ing "long-te nn corpora te  bond"

yie lds , not jus t Triple -B bond yie lds . S ince  Triple -B bonds  a re  the  lowe r-e nd of the

inves tment grade  spectrum, it follows  tha t the se  bonds  have  highe r yie lds  than corpora te

bonds  in genera l, and take  a  lower risk premium.

5

6

7

Dr. Ha da wa y's  s e cond "othe r ris k p re m ium " s tudy is  a  "Ha rris -Ma rs ton Ris k P re m ium "

ana lys is , which he  does  not appear to cons ide r in his  conclus ions .

8

9 XIV. FAIR VALUE  RATE  O F  RE TURN

10 Q-

11

What is your understanding of TEP's position on the issue of fair value rate base and

related cost of capital implications?

1 2

13

14

According to the  te s timony of TEP  witne s s  P igna te lli, TEP  be lie ve s  "it is  importa nt for

the  Commiss ion to have  fa ir marke t va lue  informa tion when de libe ra ting and deciding the

Company's  ra te  increase  reques t." He  a lso cite s  the  2007 Chaparra l City remand case  on

this  issue .15

16

17 Q~

18

Have you reviewed this decision and do you have any comments on your

understanding of its implications for this case?

19

20

21

Ye s , I do. My "non-le ga l unde rs ta nding" of this  de cis ion is  tha t the  Com m is s ion m us t

cons ide r the  fa ir va lue  of a  utility's  a s s e ts  in s e tting  ra te s . Howe ve r, I do not a gre e  tha t

this  implie s  tha t the  Company's  cos t of capita l mus t be  applied to the  fa ir va lue  of the  ra te

22 base.

23

24

25

My "non-le ga l unde rs ta nding" of the  Court de cis ion indica te s  tha t the  Court re cognize d

tha t "the  cos t of ca pita l a na lys is  'is  ge a re d to conce pts  of origina l cos t me a s ure s  of ra te

26

A.

A.

ba s e , not fa ir va lue  me a s ure s  of ra te  ba s e  .. 79 The  de cis ion goe s  on to ma ke  the
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1

2

3

following s ta tement: "If the  Commiss ion de te rmines  tha t the  cos t of capita l ana lys is  is  not

the  appropria te  methodology to de te rmine  the  ra te  of re turn to be  applied to the  FVRB, the

Commis s ion ha s  the  dis cre tion to  de te rmine  the  a ppropria te  me thodology." It  is

4

5

co rre s p o n d in g ly th e  p u rp o s e  o f th is  s e c tio n  o f my te s timo n y to  re co mme n d  a n

"appropria te  me thodology" for use  in conjunction with a  FVRB .

6

7 Q,

8

Do you have any observations based upon your own experience in cost of capital

determination, as to whether a cost of capital developed for application to an original

cost rate base is consistent with a fair value rate base?9

1 0

1 1

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9

20

Ye s , I do. It is  my pe rs ona l e xpe rie nce , ba s e d upon ove r 35 ye a rs  of providing cos t of

capita l tes timony, tha t the  concept of cost of capita ] is  designed to apply to an origina l cost

ra te  ba se . This  is  the  ca se  s ince  the  cos t of ca pita l is  de rive d from the  lia bilitie s /owne rs '

e quity s ide  of a  utility's  ba la nce  s he e t us ing the  book va lue s  of the  ca pita l s tructure

compone nts . The  cos t of ca pita l, once  de te rmine d, is  the n a pplie d to (i.e ., multiplie d by)

the  ra te  base , which is  de rived from the  asse t s ide  of the  ba lance  shee t (i.e . OCRB). From

a financia l perspective , the  ra tiona le  for this  re la tionship is  tha t the  ra te  base  is  financed by

the  ca pita liza tion. Unde r this  re la tions hip, a  provis ion is  provide d for inve s tors  (both

le nde rs  a nd owne rs ) to re ce ive  a  re turn on the ir inve s te d ca pita l. S uch a  re la tionship is

me a ningful a s  long a s  the  cos t of ca pita l is  a pplie d to the  origina l cos t (i.e ., book va lue )

rate  base, because there  is  a  matching of ra te  base and capita lization.

2 1

22

23

24

25

26

A.

When the  concept of fa ir va lue  ra te  base  is  incorpora ted, however, this  link be tween ra te

ba s e  a nd ca pita l s tructure  is  broke n. The  a mount of fa ir va lue  ra te  ba s e  tha t e xce e ds

origina l cos t ra te  ba s e  is  not fina nce d with inve s tor-s upplie d funds a nd, inde e d, is  not

fina nce d a t a ll. As  a  re sult, a  cus toma ry cos t of ca pita l a na lys is  ca nnot be  a utoma tica lly

applied to the  fa ir va lue  ra te  base  s ince  there  is  no financia l link be tween the  two concepts .
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In my "non-lega l" opinion, both the  Commiss ion and Appea ls  Court have  a lso recognized

this  lack of compa tibility be tween a  cus tomary WCOC ana lys is  and FVRB

4 Q- Why is it important that there be a link between the concepts of rate base and cost of

capital?

This  link is  important s ince  financia l theory indica te s  tha t inves tors  should be  provided an

opportunity to e a rn a  re turn on the  ca pita l the y provide d to the  utility. S ince  the  ca pita l

finances  the  ra te  base  (in an origina l cos t world), the  link be tween cos t of capita l and ra te

base  sa tis fies  this  financia l objective

1 0

1 1 Q Based on your experience as a cost of capital witness over the past 35 years, do you

have a suggestion as to how to account for the use of a FVRB in setting rates for

Yes, I do. S ince  the  increment be tween fa ir va lue  ra te  base  and origina l cos t ra te  base  is

not fina nce d with inve s tor-s upplie d funds , it is  logica l a nd a ppropria te , from a  fina ncia l

s ta ndpoint, to a s sume  tha t this  incre me nt ha s  no fina ncing cos t. As  a  re sult, the  cos t of

ca pita l, through the  ca pita l s tructure , ca n be  modifie d to a ccount for a  le ve l of cos t-fre e

ca pita l in  a n e qua l dolla r a mount to the  incre me nt of FVRB ove r the  OCRB. S uch a

procedure  would s till provide  for a  re turn be ing ea rned on a ll inves tor-supplied funds  and

would thus be  consis tent with financia l s tandards
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1 Q- Have you made such a proposal in this proceeding?

2

3

Ye s , I ha ve . As  is  s hown be low, I ha ve  de ve lope d a  ca pita l s tructure  a nd FVROR tha t

a pplie s  to TEP 's  FVRB.

4

5 Fa ir

Va lue6

7 Ite m Amount Percent Cost Re turn

8

9

10

Short-te rm Debt

Long-te rm De bt

Common Equity

FVRB Incre me nts

5.92%

6.40%

10.25%

0.00%

0.09%

2.56%

2.82%

0.00%1 1

1 2 Tota l FVRB Ca pita l

$18,552

$498,300

$343,100

$384,984

$1,244,940

1.49%

40.03%

27.56%

30.92%

100.00% 5.47%

1 3

1 4

1 5

1 6

Applying this  5.47 pe rce nt to the  FVRB provide s  for a  re turn on a ll inve s tor-s upplie d

capita l and is  the re fore  an appropria te  fa ir va lue  ra te  of re turn to apply to the  FVRB from

a financia l and economic s tandpoint. As  such, it provides  for an appropria te  fa ir va lue  ra te

of re turn to be  applied to a  FVRB.1 7

1 8

1 9

2 0

2 1

Q. Have you developed an alternative method with which to apply a FVROR to a

FVRB?

22

Ye s , I ha ve . S hould the  Commis s ion de te nnine  tha t the re  s hould be  a  s pe cific re turn

(grea ter than zero) applied to the  FVRB Increment, Shave  provided such a  procedure .

23

A.

A.

3 FVRB minus  OCRB.



Dire ct Te s timony of Da vid C. Pa rce l]
Docke t Nos . E-01933A-07-0402 and E-01933A-05-0_50
Page 52

1 Q- Why is it necessary to add a return on only the portion of FVRB that exceeds the

The  WCOC ha s  a lre a dy provide d for a  full cos t of e quity re turn a nd cos t of de bt on the

portions  of equity and debt capita l tha t a re  supporting the  OCRB portion of the  FVRB. As

the re  is  no ne e d to  provide  a ny a dditiona l re turn  on the  portions  of FVRB

supported by common equity and debt

a  re s ult,

S ta te d diffe re ntly, both the  cos t of de bt a nd the  re turn on common e quity (i.e ., ca pita l

s tock, pa id-in capita l, and re ta ined earnings  - the  investment of common shareholders) a re

a lre a dy provide d for in a  tra ditiona l WCOC. Only the  portion of the  FVRB tha t e xce e ds

OCRB ("Fa ir Va lue  Incre me nt") ne e ds  to ha ve  a  s pe cific re turn ide ntifie d in orde r to

re flect a  re turn component on tha t Fa ir Va lue  Increment

1 4 Q What is  the  proper cos t ra te  to  apply to  the  Fa ir Va lue  Inc rement?

As  I indica te d pre vious ly, from a  fina ncia l pe rs pe ctive , it s hould not be  ne ce s s a ry to

provide  for a ny re turn on the  Fa ir Va lue  Incre me nt s ince  this  is  not inve s tor-s upplie d

capita l. However, the  Commiss ion may choose  to eva lua te  this  issue  from both a  financia l

a nd a  public policy pe rspe ctive . I a m a wa re  tha t TEP  ma y cla im tha t the  conce pt of fa ir

va lue  ca rrie s  with it the  notion tha t inves tors  should rece ive  some  bene fit when fa ir va lue

is  grea te r than origina l cos t and should suffe r some  de triment when fa ir va lue  is  le ss  than

origina l cos t. It is  pos s ible  tha t the  Commiss ion ma y de te rmine  tha t Arizona 's  fa ir va lue

provis ion, which is  somewhat unique , is  not inconsis tent with these  concepts . Nonethe less

the  ide a  tha t the  Compa ny should re ce ive  some  be ne fit from the  Fa ir Va lue  Incre me nt

does  not mean tha t one  should automa tica lly apply to the FVRB a  WCOC deve loped by

re fe re nce  to origina l cos t ra te  ba s e . If it is  de te rmine d tha t it is  de s ira ble  to provide  a n
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1

2

a dditiona l (non-ze ro) re turn on the  Fa ir Va lue  Incre me nt, the  prope r re turn should be  no

la rge r than the  rea l (i.e ., a fte r infla tion is  removed) risk-free  ra te  of re turn.

3

4 Q. What is the risk-free return"

5 The  risk-fre e  re turn is , in fina ncia l te rms , the  re turn on a n inve s tme nt tha t ca rrie s  little  or

6

7

8

9

10

11

no ris k. Ris k-fre e  inve s tme nts  a re  unive rs a lly de fine d a s  U.S . Tre a s ury S e curitie s , with

s hort-te rm ma turitie s  us ua lly be ing us e d a s  the  ris k-fre e  ra te . Ove r the  pa s t s e ve ra l

months , va rious  maturities  of U.S . Treasury securities  have  yie lded from about 3.0 percent

(s hort-te rm) to 4.5 pe rce nt (long-te rm) in nomina l te rms . I a ls o note  tha t 2008-2009

forecasts  ofU.S. Treasury securities  a re  about 4.0 percent to 4.5 percent. As a  result, I use

4.5 percent as  the  nominal risk-free  ra te .

12

13 Q. Wha t is  the  "re a l" ris k-fre e  ra te ?

14

15

The  conce pt of re a l ra te s  involve s  the  re mova l of the  ra te  of infla tion from the  nomina l

ris k-fre e  ra te . In 2007, the  ra te  of infla tion, a s  me a s ure d by the  Cons ume r P rice  Inde x

16 (CP I), wa s  4.1 pe rce nt. Fore ca s ts  of the  CP I for 2008-2009 a re  a bout 2 pe rce nt. As  a

17

18

re s ult, I propos e  to us e  a  2 pe rce nt infla tion ra te  for computing the  re a l ris k-fre e  ra te ,

which is  computed as  follows :

19

20 Nomina l Risk-Free  Ra te 4.5%

21 Less : Infla tion Ra te 2.0%

22 Equals : Rea l Risk-Free  Rate 2.5%

23

A.

A.
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1 Q-

2

Pleas e  expla in  why TEP 's  FVROR s hould cons ider the  rea l ris k-free  ra te , a s  oppos ed

to  the  nomina l ris k-free  ra te .

3

4

5

6

The  inve s tors  of TEP  a re  a lre a dy re ce iving a n infla tion fa ctor due  to the  inclus ion of

infla tion in the  FVRB. S pe cifica lly, the  Fa ir Va lue  ra te  ba s e  incorpora te s  infla tion by

cons ide ring the  curre nt va lue  of a s se ts , which re fle ct, in pa rt, pa s t infla tion. It would be

double -counting to a lso include  the  infla tion components  in the  re turn to be  applied to the

7 FV Incre me nt.

8

9 Q- What return on the Fair Value Increment do you recommend in your alternative

1 0 F VR O R propos al?

1 1

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9

20

My a lte rna tive  FVROR proposa l incorpora te s  a  re turn on the  Fa ir Va lue  Increment with a

ma ximum va lue  of 2.5 pe rce nt, a s  de ve lope d a bove . Howe ve r, I wish to e mpha s ize  tha t

this  2.5 pe rcent va lue  is  the  maximum va lue  tha t could be  applied to the  FV Increment. In

rea lity, any va lue  be tween ze ro pe rcent and 2.5 pe rcent could be  used as  the  cos t ra te  on

the  FVRB Incre me nt. As  I s ta te d a bove , this  Fa ir Va lue  Incre me nt re turn is  in a ddition to

the  re turn tha t the  Company's  inves tors  a lready ea rn on the ir inves tment in the  Company.

In this  sense , an above-zero cost ra te  for the  fa ir va lue  increment represents  a  bonus to the

Compa ny tha t would ha ve  to find its  jus tifica tion in policy cons ide ra tions  ins te a d of in

pure  economic or financia l principle s , for tha t reason, the  se lection of an appropria te  cos t

ra te  within this  ra nge  s hould fa ll to the  Commis s ion's  dis cre tion. I would propos e  the

2 1 mid-point of this  range , or 1.25 pe rcent.

22

23 Q- What is  the  res ulting impac t of your a lte rna tive  propos a l in  this  proceeding?

24

A.

A.

A. I am propos ing the  following modified FVROR for TEP  :
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1

2
Ca pita l Ite m

Short-te rm Debt

P e rce nt Cost Re turn

3

4

5

Long-te nn  De bt

Common Equity

FVRB Inc re me nt

1.49%

40.03%

27.56%

30.92%

5.92%

6.40%

10.25%

1.25%

0.09%

2.56%

2.82%

0.39%
6

7
Tota l 100.00% 5.86%

8

9

10

11

As shown in the  a bove  ta ble , this  a lte rna tive  proposa l provide s  for a  non-ze ro re turn on

the  Fa ir Va lue  Incre me nt of TEP , a nd provide s  for a n ove ra ll fa ir va lue  ra te  of re turn of

5.86% on the  FVRB.

12

13 Q- Of th e  two  a lte rn a tive  p ro p o s a ls  fo r d e te rmin in g  th e  fa ir va lu e  ra te  o f re tu rn  th a t

s hou ld  be  a pp lie d  to  the  FVRB, whic h  one  do  you  be lie ve  is  more  a ppropria te  a nd

why?

14

15

16

17

18

From a  financia l pe rspective , I be lieve  the  firs t proposa l (i.e ., ze ro-cos t for FV Increment)

is  mos t a ppropria te . This  proposa l is  cons is te nt with fina ncia l principle s  a nd would fully

compe ns a te  the  Compa ny's  inve s tors  for the ir inve s tme nt. In a ddition, this  propos a l

utilize s  the FVRB of the  Company. If the  Commiss ion were  to de te rmine  tha t a  non-ze ro

re turn on the  Fa ir Va lue  Increment is  des irable , the  a lte rna tive  (i.e ., a  1.25% cos t-ra te  for

the  FV increment) is  not inappropria te .

19

20

21

22

23

24

Q- Do thes e  propos a ls  provide  for a  Fa ir Va lue  ra te  of re turn  on the  FVRB of TEP?

Yes, they do.

25

A.

A.
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1 Q. Will Staff continue to evaluate appropriate methods for determining the fair value

rate of return on fair value rate base?2

3

4

5

6

7

8

9

It is  my unde rs tanding tha t the  Commiss ion S ta ff will continue  to cons ide r the se  is sues  in

the  context of future  ra te  cases . Individua l ra te  cases  present diffe rent issues  and va rying

se ts  of circumstances . For example , if one  were  to a ss ign a  non-ze ro cos t ra te  to the  fa ir

va lue  incre me nt, it ma y be  a ppropria te  to  de te rmine  the  cos t of e quity to  re fle ct a

reduction in risk. Shave not proposed such an adjustment in this  case , but these  issues may

appear as  S ta ff continues  to consider appropria te  methods  for de te rmining and eva lua ting

the  concept of fa ir va lue  ra te  of re turn on fa ir va lue  ra te  base .

10

11 Q- Does this conclude your pre-filed testimony?

12 Ye s , it doe s .

1 3

A.

A.
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Ma ryla nd, Ne va da , Ne w Me xico, Ohio, Okla homa , Pe nnsylva nia , South Ca rolina , Te xa s , Uta h,
Vermont, Virginia , and West Virginia , federal agencies including Defense Communications Agency,
the  De pa rtme nt of Ene rgy, De pa rtme nt of the  Na vy, a nd Ge ne ra l Se rvice s  Adminis tra tion, a nd
va rious  organiza tions  such a s  Ba th ken Works , Illinois  Citizens ' Utility Boa rd, Illinois  Gove rnor's
Office  of Consumer Services , Illinois  Small Business  Utility Advoca te , Wisconsin's  Environmenta l
Decade , Wiscons in's  Citizens  Utility Board, and Old Dominion Electric Coopera tive .
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Insurance Economics -- Conducted analyses of the relationship between the investment income
earned by insurance companies on their portfolios and the premiums charged for insurance.
Analyzed impact ofdiversilication on financial strength of Blue Cross/Blue Shield Plans in Virginia.

Conducted studies of profitability and cost of capital for property/casualty insurance industry.
Evaluated risk of and required return on surplus for various lines of insurance business.

Presented expert testimony before Virginia State Corporation Commission concerning cost of capital
and expected gains from investment portfolio. Testified before insurance bureaus of Maine, New
Jersey, North Carolina, Rhode Island, South Carolina and Vermont concerning cost of equity for
insurance companies.

Prepared cost of capital and investment income return analyses for numerous insurance companies
concerning several lines of insurance business. Analyses used by Virginia Bureau of Insurance for
purposes of setting rates.

Special Studies -- Conducted analyses which evaluated the financial and economic implications of
legislative and administrative changes. Subj et matter of analyses include returnable bottles, retail
beer sales, wine sales regulations, taxi-cab taxation, and bank regulation. Testified before several
Virginia General Assembly subcommittees.

Testified before Virginia ABC Commission concerning economic impact of mixed beverage license.

Clients include Virginia Beer Wholesalers, Wine Institute, Virginia Retail Merchants Association,
and Virginia Taxicab Association.

Franchise, Merger & Anti-Trust Economics -- Conducted studies on competitive impact on market
structures due to joint ventures, mergers, franchising and other business restructuring. Analyzed the
costs and benefits to parties involved in mergers. Testified in federal courts and before banking and
other regulatory bodies concerning the structure and performance of markets, as well as on the
impact of restrictive practices.

Clients served include Dominion Bankshares, asphalt contractors, and law firms.

Transportation Economics -- Conducted cost of capital studies to assess profitability foil pipelines,
trucks, taxicabs and railroads. Analyses have been presented before the Federal Energy Regulatory
Commission and Alaska Pipeline Commission in rate proceedings. Served as a consultant to the
Rail Services Planning Office on the reorganization of rail services in the U.S.
Economic Loss Analyses -- Testified in federal courts, state courts, and other adjudicative forums
regarding the economic loss sustained through personal and business injury whether due to bodily
harm, discrimination, non-performance, or anticompetitive practices. Testified on economic loss to a
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commercia l bank resulting from publica tion of adverse  information concerning solvency. Testimony
has been presented on behalf of private  individuals  and business Hans

ME MB E R S HIP S

American Economic Associa tion
Virginia  Associa tion of Economis ts
Richmond Socie ty of Financia l Ana lys ts
Financia l Ana lys ts  Federa tion
Socie ty of Utility and Regula tory Financia l Ana lys ts

Boa rd of Dire ctors 1992-2000
Secretary/Treasurer 1994- 1998
President 1998-2000

R E S E AR C H AC TIVITY

Books and Major Research Reports

Stock Price  As  An Indica tor of Pe rformance ," Mas te r ofAlts  Thes is , Virginia  Tech, 1970

Revision of the Property and Casualty Insurance Ratemaking Process Under Prior Approval
in the  Commonwe a lth of Virginia ," pre pa re d for the  Bure a u of Insura nce  of the  Virginia
Sta te  Corpora tion Commission, with Charles  Schotta  and Michae l J . Ilea , 1971

An a na lys is  of the  Virginia  Cons ume r Fina nce  Indus try to De te rmine  the  Ne e d for
Res tructuring the  Ra te  and S ize  Ce ilings  on Sma ll Loans  in Virginia  and the  P rocess  by
which They a re  Governed," prepared for the  Virginia  Consumer Finance  Associa tion, with
Michae l J . Ilea . 1973

S ta te  Ba nks  a nd the  S ta te  Corpora tion Commiss ion:
Associa tes . Inc.. 1974

A His torica l Re vie w, Te chnica l

A S tudy of the  Implica tions  of the  Sa le  of Wine  by the  Virginia  Depa rtment of Alcoholic
Beverage  Control", prepared for the  Virginia  Wine  Wholesa lers  Associa tion, Virginia  Reta il
Merchants  Associa tion, Virginia  Food Dea le rs  Associa tion, Virginia  Associa tion of Cha in
Drugstores , Southland Corpora tion, and the  Wine  Institute , 1983

P e rforma nce  a nd Dive rs ifica tion of the  Blue  Cros s /Blue  S hie ld P la ns  in Virginia : An
Operational Review", prepared for the  Bureau of Insurance of the  Virginia  State  Corporation
Commiss ion, with Michae l J . Ilea  and Alexander F. Skirpan, 1988

The  Cos t of Ca pita l - A P ra ctitione rs ' Guide, S ocie ty of Utility a nd Re gula tory Fina ncia l
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Analysts , 1997 (previous editions  in 1991, 1992, 1993, 1994, and 1995).

Papers  Pres ented and Artic les  Publis hed

"The Differentia l Effect of Bank Structure  on the  Transmission of Open Market Operations,"
Weste rn Economic Associa tion Meeting, with Charles  Schotta , 1971

"The  Economic Obje ctive s  of Re gula tion: The  Tre nd in Virginia ," (with Micha e l J . ole o),
Willia m a nd Ma ry La w Re vie w, Vol. 14, No. 2, 1973

"Evolution of the  Virginia  Banking S tructure , 1962-1974: The  Effects  of the  Buck~Holland
Bill", (with Micha e l J . Ile a ), Willia m a nd Ma ry La w Re vie w, Vol. 16, No. 3, 1975

"Banking Structure  and Sta tewide  Branching: The  Potentia l for Virginia",Willia m a nd Ma rv
La w Re vie w, Vol. 18, No. l, 1976

"Ba li Expa ns ion a nd Ele ctronic Ba nking: Virginia  Ba nking S tructure  Cha nge s  P a s t,
Present, and Future ," William and Marv Bus iness  Review," Vol. 1, No. 2, 1976

"Ele ctronic Ba nking - Wa ve  of the  Future ? " (with  J a me s  R. Ma rcha nd), J ourna l of
Management and Business Consulting, Vol. 1, No. 1, 1976

"The  Pricing ofElectricity" (with James  R. Marchand), Journal of Management and Business
Consulting, Vol. 1, No . 2, 1976

"The  Public Inte res t - Bank and Savings  and Loan Expansion in Virginia" (with Richard D.
Rogers ),Unive rs ity ofRiclrnnond La w Re vie w, Vol. 11, No. 3, 1977

"When Is  It In the  'Public Interest' to Authorize  a  New Bank?",Unive rs ity of Richmond Law
Re vie w, Vol. 13, No. 3, 1979

"Banking Deregula tion and Its  Implica tions  on the  Virginia  Banking S tricture ,"Willia m a nd
Mary Business  Review, Vol. 5, No. l, 1983

"The Impact of Reciprocal Intersta te  Banking Statutes on The Performance of Virginia  Bank
S tocks", with Willia m B. Ha nsson, Virginia  Socia l Science  Journa l, Vol. 23, 1988

"The  Fina ncia l P e rforma nce  of Ne w Ba nks  in Virginia ", Virginia  Socia l Science  Journa l,
Vol. 24, 1989

"Ide ntifying a nd Ma na ging Community Ba nk P e rforma nce  Afte r De re gula tion", with
Willia m B. Ha rris on, Journa l of Manageria l Issues, Vol. H, No. 2, Summer 1990
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"The  Flota tion Cost Adjustment To Utility Cost of Common Equity - Theory, Measurement
and Implementa tion," presented a t Twenty-Fifth Financia l Forum, Nationa l Socie ty of Rate
of Re turn Ana lys ts , Philade lphia , Pennsylvania , April 28, 1993.

Biogra phy of Myon Edison Bris tow, Dictiona ry of Virginia  Biogra phy, Volume 2, 2001 .
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TUCSON ELECTRIC POWER COMPANY
TOTAL COST OF CAPITAL

ITEM PERCENT
COST
RATE WEIGHTED COST

Short-Term Debt 2.16% 592% 0.13%

Long-Term Debt 57.94% 6.40% 3.71%

Common Equity 39.90% 9.50% 10.50% 3.79% 4.19%

Total 100.00% 7.63% 8.03%

7.93% With 10.25% ROE
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ECONOMIC INDICATORS

Year

Real
GDP

Growth*

Industrial
Production

Growth

Unemploy-
ment
Rate

Consumer
Price Index

Producer
Price Index

1975 - 1982 Cycle

1975

1976

1977

1978

1979

1980

1981

1982

-1,1%
5.4%
5.5%
5.0%
2.8%
-0.2%
1.8%
-2.1%

-8.9%
10.8%
5.9%
5.7%
4.4%
-1.9%
1.9%
-4.4%

8.5%
7.7%
7.0%
6.0%
5.8%
7.0%
7.5%
9.5%

7.0%
4.8%
6.8%
9.0%

13.3%
12.4%
8.9%
3.8%

6.6%
3.7%
6.9%
9.2%

12.8%
11.8%
7.1%
3.6%

1983

1984

1985

1986

1987

1988

1989

1990

1991

4.0%
6.8%
3.7%
3.1%
2.9%
3.8%
3.5%
1.8%
-0.5%

1983 _ 1991 Cycle
3.7% 9.5%
9.3% 7.5%
1.7% 7.2%
0.9% 7.0%
4.9% 6.2%
4.5% 5.5%
1.8% 5.3%
-0.2% 5.6%
-2.0% 6.8%

3.8%
3.9%
3.8%
1. t%
4.4%
4.4%
4.6%
6.1%
3.1%

0.6%
1.7%
1.8%
-2.3%
2.2%
4.0%
4.9%
5.7%
-0.1%

1992
1993
1994
1995
1996
1997
1998
1999
2000
2001

3.0%
2.7%
4.0%
2.5%
3.7%
4.5%
4.2%
4.5%
3.7%
0.8%

1992 _ 2001 Cycle
3.1 % 7.5%
3.3% 6.9%
5.4% 6.1%
4.8% 5.6%
4.3% 5.4%
7.2% 4.9%
6.1% 4.5%
4.7% 4.2%
4.5% 4.0%
-3.5% 4.7%

2.9%
2.7%
2.7%
2.5%
3.3%
1.7%
1.6%
2.7%
3.4%
1.6%

1.6%
0.2%
1 .7%
2.3%
2.8%
-1 .2%
0.0%
2.9%
3.6%
-1 .6%

Current Cycle
2002
2003
2004
2005
2006

1.6%
2.5%
3.9%
3.1%
2.9%

0.0%
1.1%
2.5%
3.2%
3.9%

5.8%
6.0%
5.5%
5.1%
4.6%

2.4%
1.9%
3.3%
3.4%
2.5%

1.2%
4.0%
4.2%
5.4%
1.1%

*GDp=Gross Domestic Product

Source: Council of Economic Advisors, Economic Indicators, various issues.
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ECONOMIC INDICATORS

Year

Real
GDP

Growth*

Industrial
Production

Growth

Unemploy-
ment
Rate

Consumer
Price Index

Producer
Price Index

2002
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

2.7%
2.2%
2.4%
0.2%

-3.8%
-1 .2%
0.8%
1.4%

5.6%
5.9%
5.8%
5.9%

2.8%
0.9%
2.4%
1.6%

4.4%
-2.0%
1.2%
0.4%

2003
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

1.2%
3.5%
7.5%
2.7%

1.1%
-0.9%
-0.9%
1.5%

5.8%
6.2%
6.1%
5.9%

4.8%
0.0%
3.2%
-0.3%

5.6%
-0.5%
3.2%
2.8%

2004
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

3.0%
3.5%
3.6%
2.5%

2.8%
4.9%
4.6%
4.3%

5.6%
5.6%
5.4%
5.4%

5.2%
4.4%
0.8%
3.6%

5.2%
4.4%
0.8%
7.2%

2005
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

3.1%
2.8%
4.5%
1.2%

3.8%
3.0%
2.7%
2.9%

5.3%
5.1%
5.0%
4.9%

4.4%
1.6%
8.8%
-2.0%

5.6%
-0.4%
14.0%
4.0%

2006
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

4.8%
2.4%
1.1%
2.1%

3.4%
4.5%
5.2%
3.5%

4.7%
4.6%
4.7%
4.5%

4.8%
4.8%
0.4%
0.0%

-0.2%
5.6%
-4.4%
3.6%

2007
1st Qtr.
2nd Qtr,
3rd Qtr.

0.6%
3.8%
4.9%

2.5%
1.6%
1.8%

4.5%
4.5%
4.6%

4.8%
5.2%
1.2%

0.6%
7.2%
1.2%

Source: Council of Economic Advisors, Economic Indicators, various issues.
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INTEREST RATES

Prim e
us Treas

T Bills
3 Month

us Treas
T Bonds
10 Year

Utility
Bonds

Utility
Bonds

Utility
Bonds

Utility
Bonds

1975 - 1982 Cycle
10.099

1979
1980

7.86%
6.84%
6.83%
9.06%
12.67%
15.27%
18.89%
14.86%

5.84%
4.99%
5.27%
7.22%
10.04%
11.51%
14.03%
10.699

7.99%
7.61 %

M
8.41 %
9.44%
11.46%
13.93%
13.00%

9.03%
8.63%
8.19%
8.87%
9.86%
12.30%
14.64%
14.22%

9.44%
8.92%
8.43%
9.10%
10.22%
13.00%
15.30%
14.79%

8.61%
9.29%
10.49%
13.34%
15.95%
15.86%

10.969
9.82%
9.06%
9.62%
10.96%
13.95%
16.60%
16.45%1982

1983 - 1991 Cycle
1983 11.109

12.449
10.62%
7.68%
8.39%
8.85%
8.49%
8.55%

1989
1990

10.79%
12.04%

Vo
8.33%
a.21%
9.32%

10.87%
10.01%
8.46%

8.63%
9.58%

%
5.98%
5.82%
6.69%
8.12%
7.51%
5.42%

12.52%
12.72%
11.68%
8.92%
9.52%
10.05%
9.32%
9.45%
8.85%

12.83%
13.66%
12.06%
9.30%
9.77%
10.26%

%
9.65%
9.09%

13.66%
14.03%
12.47%

%
10.10%
10.49%
9.77%

%
9.36%

14.20%
14.53%
12.96%
10.00%
10.530
11.00%
9.97%

10.06%
9.55%

1992 n 2001 Cy le
6.25%
6.00%
7.15%

M

8.19%
7.29%
8.07%
7.68%
7.48%
7.43%
6.77%

8.55%
7.44%
8.21%
7.77%

%
7.89%
7.75%
7.60%
7.04%
7.62%

%
8.00%
9.23%
6.91 %

3.45%
3.02%
4.29%
5.51%

y,
5.07%
4.81%
4.66%
5.85%
3.45%

7.01%
5.87%
7.09%
6.57%
6.44%
6.35%
5.26%
5.65%
6.03%
5.02%

7.88%
7.47%

6.91%
7.51 %
8.06%
7.59%

M
7.91%

M
8.29%
8.16%
7.95%
7.26%
7.88%

m,
8.02%

Current Cycle
m, 4.61%

4.01%
4.27%
4.29°/<
4.80%
4.63%

m 7.19%
%

6.04%
5.44%
5.84%
5.94%

7.37%
6.58%
6.16%
5.65%
6.07%
6.07%

8.02%
6.84%
6.40%
5.93%
6.32%
6.33%

4.34%
m,

7.96%
8.05%

1.38%
%

4.73%
4.41 %

[1] Note: Moody's has not published Aaa utility bond yields since 2001

Sources: Council of Economic Advisors, Economic Indicators, Moody's Bond Record, Federal
Reserve Bulletin: various issues



Exhibit (DCP-1)
Schedule 2
Page 4 of s

INTEREST RATES

US Treas
T Bills

3 Month

US Treas
T Bonds
10 Year

Utility
Bonds
Aaa

Utility
Bonds

Aa

Utility Utility

[1]

1.17%
146%

4.05% [1] 687%
666%

7.47%
7.17%
705%3.81%

6.93%
6.79%
6.64%6.47%1.14%

1.08%
0.95%

3.57%
3.33%

647%
J une

4.25%
4.25%
4.25%
4.25%
4.25%
4.00%
4.00% 6.37%

621%
557%
618%

v,4.00% 0.95%
093%

4.45%
4.27%

6.37%
4.27% 6.18%

657%
7.08%
687%
6.79%
869%
6.61 %

6.15%0.89%
0.92% 6.10%

593%
6. 28%

415%
408%
383%
435%
4 72%
4.73%

5.97%

June 4.00%
425%

127%
1.35% 5.09%

595% 6.14%
6.67%
6.45%

4.75%
1.75%

428%
413%
4.10%
4.19%
4.23%

5.79%
5.78%

5.97%
5.92%

6.16%5.00%
5.25% 220%

5.25% 2.32%
2.53%

5.68%
5.55%
5.76%

5.78%
5.61 v,

5.95%

5.75%
4.17%
4.50%

2.79%

June
444%
400%
4. 18%
4.26%
420%

5.39%
5.05%

5.53%
5.40%
5.51 %

6.01 %
5.95%
5.88%
5.70%
5.81 %

6.25%
8.25%
G.50%
575%
6.75%

3.22%
3.45%
347%
3.70%

5.52%
579%
5.88%
5.80%

5.83%
508%
6.19%
6.14%7.25% 389% 4.47%

523%
5. 27%
5 50%
5. 59%
5. 55%

4.42%
4.57%
4.72%

5.50%
555%
5.71%
6.02%

5.75%

7.75%
7.75%

5.11%
6. 29%
G 42%
6.40%J une

5.09%
Aug

4.20%
4.41%
4.51%
4.58%
4.72%
4.79%
4.96%
4.98%
4.82% 4.72%

661%
6.61%
6.43%
6.26%
6.24%

825%
8.25%
8.25%
8.25%
8.25%
825%
8.25% 4.85%

5.61 %
562%

5.98%
5.80%
581 % 6.05%

4.76% 5.78%

5.66%
5.83%

516%
6.10%
6.10%
624%
6.23%
6.54%J une

4.77%
4.83%

415%
5.10%

6.11%
6.11%
6.10%

6.51%

B.25%
B.25%
8.25%
8.25%
8.25%
8.25%
8.25%
8.25%
7.75%
7.50%

4.01%

5.87% 6.27%
651%725% 3.08%

4. 52%
4. 53%
4. 15%
4. 10%

5.85%
5.97%
5.99%
8.30%
8.25%
6.24%
6.18%
5.11%
5.97%
6.16%

5.87%

[1] Note: Moodys has not published Ala utility bond yields since 2001

Sources: Council of Economic Advisors, Economic Indicators, Moodys Bond Record, Federal
Reserve Bulletin: various issues
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STOCK PRICE INDICATORS

Year
S&P NASDAQ

Composite [1] Composite [1] DJIA
S&P
DIP

S&P
E/P

1975 - 1982 Cycle
1975
1976
1977
1978
1979
1980
1981
1982

802.49
974,92
894,63
820.23
844.40
891.41
932.92
884.36

4.31%
3.77%
4.62%
5.28%
5.47%
5.26%
5.20%
5.81 %

9.15%
8.90%
10.79%
12.03%
13.46%
12.66%
11.96%
11.60%

1983 - 1991 Cycle

[1]
322.84
334.59
376.18

[1]

8.03%
10.02%
8.12%
6.09%
5.48%
8.01%
7.41%
6.47%
4.79%

1983
1984
1985
1986
1987
1988
1989
1990
1991 491.69

1,190.34
1,178.48
1 ,328.23
1,792.76
2,275.99
2,060.82
2,508.91
2,678.94
2,929.33

4.40%
4.64%
4.25%
3.49%
3.08%
3.84%
3.45%
3.61%
3.24%

1992
1993
1994
1995
1996
1997
1998
1999
2000
2001

415.74
451.21
460.42
541.72
670.50
873.43

1,085.50
1,327.33
1,427.22
1,194.18

1992 - 2001 Cycle
599.26 3,284.29
715.16 3,522.06
751 .65 3,793.77
925.19 4,493.76

1,164.96 5,742.89
1,469.49 7,441 .15
1,794.91 8,625.52
2,728.15 10,464.88
3,783.67 10,734.90
2,035.00 10,189.13

2.99%
2.78%
2.82%
2.56%
2.19%
1 .77%
1 .49%
1 .25%
1.15%
1 .32%

4.22%
4.46%
5.83%
6.09%
5.24%
4.57%
3.46%
3.17%
3.63%
2.95%

Current Cycle
2002
2003
2004
2005
2006

993.94
965.23

1,130.65
1,207.23
1,310.46

1,539.73
1 ,647.17
1 ,986.53
2,099.32
2,263.41

9,226.43
8,993.59

10,317.39
10,547.67
11,408.67

1.61%
1.77%
1.72%
1.83%
1.87%

2.92%
3.84%
4.89%
5.36%
5.78%

[1] Note: this source did not publish the S&P Composite prior to 1988 and the NASDAQ
Composite prior to 1991 .

Source: Council of Economic Advisors, Economic Indicators, various issues.
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STOCK PRICE INDICATORS

YEAR
S&P

Composite
NASDAQ

Composite DJIA
S&P
D/P

S&P
E/P

2002
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

1,131.56
1,068.45
894.65
887.91

1,879.85
1,641.53
1,308.17
1,346.07

10,105.27
9,912.70
8,487.59
8,400.17

1.39%
1.49%
1.76%
1.79%

2.15%
2.70%
3.68%
3.14%

2003
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

860.03
938.00

1,000.50
1,056.42

1,350.44
1,521.92
1,765.96
1 ,934.71

8,122.83
8,684.52
9,310.57
9,856.44

1.89%
1.75%
1.74%
1.69%

3.57%
3.55%
3.87%
4.38%

2004
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

1,133.29
1,122.87
1,104.15
1,162.07

2,041.95
1 ,984.13
1,872.90
2,050.22

10,488.43
10,289.04
10,129.85
10,382.25

1.64%
1.71%
1.79%
1.75%

4.62%
4.92%
5.18%
4.83%

2005
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

1,191.98
1,181.65
1,225.91
1,262.07

2,056.01
2,012.24
2,144.61
2,246.09

10,648.48
10,382.35
10,532.24
10,827.79

1.77%
1.85%
1.83%
1.86%

5.11%
5.32%
5.42%
5.50%

2006
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

1283,04
1 ,281 .77
1 ,288.40
1 ,389.48

2,287.97
2,240.46
2,141.97
2,390.26

10,996.04
11,188.84
11,274.49
12,175.30

1.85%
1.90%
1.91 %
1.81%

5.61%
5.86%
5.88%
5.75%

2007
1st Qtr.
2nd Qtr.
3rd Qtr.

1 ,425.30
1 ,496.43
1 ,490.81

2,444.85
2,552.37
2,609.68

12,470.97
13,214.26
t3,488.43

1.84%
1.82%
1.86%

5.85%
5.65%

[1] Note: this source did not publish the S&P Composite prior to 1988 and the NASDA(
Composite prior to 1991 .

Source: Council of Economic Advisors, Economic Indicators, various issues.
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UNISOURCE ENERGY
SEGMENT FINANCIAL INFORMATION

2003 - 2006
($miIlions)

Segment
Operating
Revenue Net Income

Total
Assets

Tucson Electric Power
113.2%

$2,767
88.6%

UNS Gas 1/ $1

UNS Electric 1/

Global Solar

UniSource Energy Consolidated $3

Tucson Electric Power $2,742
86.3%100.0%

UNS Gas

UNS Electric

Global Solar

UniSource Energy Consolidated $1 $3,176

Tucson Electric Power $2,575
76.2% 104.343

UNS Gas

UNS Eledcric
12.2% 10.9%

Global Solar
15.2%

UniSource Energy Consolidated $1 ,230 $3.127

Tucson Electric Power $2,623
75.8% 100.0%

UNS Gas $4
12.3% 7.9%

UNS Electric
6.1%

UniSource Energy Consolidated $1.317 $3,187

1/ 2003 figures for UNS Gas and UNS Electric are for period August 11 through
December 31

Note: Totals may not add to 100.0% due to "All Others" and "Reconciling Adjustments

Source: UniSource Energy Annual Report
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TUCSON ELECTRIC POWER COMPANY
HISTORY OF CREDIT RATINGS

Standard & Poor's
Issuer Senior
Rating Secured

Moody's
Issuer Senior
Rating Secured

Fitch
Issuer
Rating

1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007

B
B
B+
B+
B+
B+
B+
BB-
BB-
BB-
BB
BB
BB
BB
BB
BB
BB
BB

BB+
BB+
BBB-
BBB-
BBB-
BBB-
BBB-
BBB-
BBB-
BBB

BE
BE
BE
BE
Bar
Bar
Bar
Bar
Bar
Bar
Bal
Baan
Baan

Bar
Ba2
Ba2
Ba2
Bar
Bar
Ba2
Baan
Baa2
Baan

B+
B+
B+
BB-
BB-
BB-
BB-
BB-
BB-
BB
BB

Source: Response to DP 4.7.
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TUCSON ELECTRIC POWER
CAPITAL STRUCTURE RATICS

2002 _ 2007
($millions)

YEAR
COMMON
EQUITY

LONG-TERM
DEBT

SHORT-TERM
DEBT

2002 $353,800
23.8%
23.9%

$1 ,128,400
76.0%
76.1%

$1,700
0.1%

2003 $406,100
26.5%
26.5%

$1 ,126,300
73.4%
73.5%

$1,700
0.1%

2004 $414,500
27.4%
27.4%

$1 ,097,600
72.5%
72.6%

$1,700
0.1%

2005 $558,600
40.5%
40.5%

$821 ,200
59.5%
59.5%

$0
0.0%

2006 $554,700
39.5%
40.3%

$821 ,200
58.4%
59.7%

$30,000
2.1%

June 30, 2007 $565,400
38.5%
40.8%

$821 ,200
55.9%
59.2%

$83,000
5.6%

Note: Percentages may not total 100.0% due to rounding.

Debt figures exclude capital lease obligations.

Source: Response to DP 4.4.
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UNISOURCE ENERGY
CAPITAL STRUCTURE RATIOS

2002 _ 2006
($00o)

YEAR
COMMCN
EQUITY

LONG-TERM
DEBT

SHORT-TERM
DEBT

2002 $456,600
28.8%
28.8%

$1,129,000
71.1%
71.2%

$1,800
0.1%

2003 $555,500
30.2%
30.2%

$1 ,286,300
69.7%
69.8%

$1,700
0.1%

2004 $580,700
31 .6%
31 .6%

$1 ,257,600
68.3%
68.4%

$1,700
0.1%

2005 $616,700
33.5%
33.7%

$1,212,400
65.9%
66.3%

$10,000
0.5%

2006 $654,100
34.8%
35.8%

$1,171,200
62.3%
64.2%

$56,000
3.0%

June 30, 2007 $656,100
34.0%
35.6%

$1,186,200
61 .4%
64.4%

$89,000
4.6%

Note: Percentages may not total 100.0% due to rounding.

Source: Response to DP 4.4.
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UNISOURCE ENERGY AND UTILITY SUBSIDIARIES
CAPITAL STRUCTURE RATIOS

December 31, 2006
($millions)

YEAR
COMMON
EQUITY

LONG-TERM
DEBT

SHORT-TERM
DEBT

Unisource Energy
Consolidated

$654.1
34.9%
35.8%

$1,171.2
62.5%
64.2%

$50.0
2.7%

Tucson Electric
Power Company

$554.7
40.3%
40.3%

$821 .2
59.7%
59.7%

$0.0
0.0%

UniSource Energy
Services

$149.4
45.5%
45.5%

$179.0
54.5%
54.5%

$0.0
0.0%

UNS Electric $64.9
45.1%
45.1%

$79.0
54.9%
54.9%

$0.0
0.0%

UNS Gas $84.2
45.7%
45.7%

$100.0
54.3%
54.3%

$0.0
0.0%

Note: Percentages may not total 100.0% due to rounding.

Source: Response to DP 4.5.
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AUS UTILITY REPORTS
ELECTRIC UTILITY GROUPS

AVERAGE COMMON EQUITY RATIOS

Year Electric

Combination
Electric
and Gas

2002 38% 36%

2003 42% 38%

2004 47% 43%

2005 44% 47%

2006 45% 44%

Note: Averages include short-term debt.

Source: AUS Utility Reports.
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COMPARISON COMPANIES
BASIS FOR SELECTION

Company
Market

Cap (000)

Percent
Revenues

Electric

Common
Equity
Ratio

Value
Line

Safety

Moody's/
S&P Bond

Rating

S&P
Stock

Ranking

Unisource Energy $1,100 85% 27% 3 BBB- / Baa2 B

Comparison Group*

Avista Corp.
Hawaiian Electric
Northeast Utilities
Pep co Holdings, Inc.
PNM Resources
Puget Energy, Inc.
TECO Energy
Westar Energy

$1 ,200
$1 ,900
$5,000
$5,200
$1 ,900
$3,300
$3,600
$2,300

50%
84%
77%
58%
79%
61 %
60%
72%

46%
49%
40%
45%
49%
44%
35%
49%

3
2
3
3
2
3
3
2

BBB-/ Baan
BBB/ Baa2
BBB / Baal

BBB+ / Baal
BBB / Baa2
BBB+/ Baa2
BBB-/Baa2
BBB-/Baa2

B
B+
B
B

B+
B
B
B

* Selected using following criteria:
Market cap of $1 billion to $6 billion.
Electric Revenues of 40% or greater.
Common Equity Ratio of 35% or greater.
Value Line Safety of 2 or 3.
S&P bond ratings of BBB and Moody's bond ratings of Baa.
S&P stock ranking of B or B+.

Sources: C.A. Turner Utility Reports, Standard & Poor's Stock Guide, Value Line Investment Survey.
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CCMPARISON COMPANIES
DIVIDEND YIELD

COMPANY DPS
November, 2007 - January, 2008
HIGH L o w AVERAGE YIELD

Comparison Group

Avista Corp.
Hawaiian Electric
Northeast Utilities
Pep co Holdings, Inc.
PNM Resources
Puget Energy, Inc.
TECO Energy
Westar Energy

$0.60
$1 .24
$0.80
$1.04
$0.92
$1.00
$0.78
$1.08

$22.24
$23.95
$33.19
$30.10
$25.06
$28.30
$17.91
$26.83

$19.11
$20.92
$26.82
$23.80
$18.23
$25.06
$15.00
$22.51

$20.68
$22.44
$30.01
$26.95
$21 .65
$26.68
$16.46
$24.67

2.9%
5.5%
2.7%
3.9%
4.3%
3.7%
4.7%
4.4%

Average 4.0%

Hadaway Comparable
Company Group

ALLETE
Alliant Energy
Ameren
American Electric Power
CH Energy Group
Central Vermont P. S.
Cleco
Consolidated Edison
DTE Energy
Empire District Electric
Energy East
FirstEnergy
Hawaiial Electric
IDACORP
MGE Energy
NiSource
NSTAR
PNM Resources
Pinnacle West Resources
PPL Corp
Progress Energy
Puget Energy
SCANA
Southern Co.
TECO Holdings
UIL Holdings
Vectren
Xcel Energy

$1.64
$1 .40
$2.54
$1.64
$2.16
$0.92
$0.90
$2.32
$2.12
$1.28
$1 .24
$2.00
$1.24
$1.20
$1 .42
$0.92
$1.40
$0.92
$2.10
$1.22
$2.46
$1.00
$1.76
$1.61
$0.78
$1.73
$1 .30
$0.92

$43.37
$43.41
$54.74
$49.49
$46.34
$ 3 3 4 4
$29.84
$50.55
$51 .19
$ 2 4 3 4
$27.90
$78.51
$23.95
$36.72
$37.24
$20.35
$37.00
$25.06
$44.50
$55.23
$50.25
$28.30
$43.73
$40.60
$17.91
$37.81
$30.50
$23.50

$33.76
$35.02
$41 .16
$40.68
$35.00
$25.95
$24.60
$42.46
$40.80
$21 .18
$24.95
$54.44
$20.92
$31 .15
$32.06
$16.78
$30.14
$18.23
$37.42
$45.00
$43.50
$25.06
$35.59
$35.15
$15.00
$30.01
$26.01
$20.14

$38.57
$39.22
$47.95
$45.09
$40.67
$29.70
$27.22
$46.51
$46.00
$22.76
$26.43
$71 .48
$22.44
$33.94
$34.65
$18.57
$33.57
$21 .65
$40.96
$50.12
$46.88
$26.68
$40.16
$37.88
$16.46
$33.91
$28.26
$21 .82

4.3%
3.6%
5.3%
3.6%
5.3%
3.1%
3.3%
5.0%
4.6%
5.6%
4.7%
2.8%
5.5%
3.5%
4.1 %
5.0%
4.2%
4.3%
5.1%
2.4%
5.2%
3.7%
4.4%
4.3%
4.7%
5.1%
4.6%
4.2%

Average 4.3%

Source: Yahoo!  Finance.
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COMPARISON COMPANIES
RETENTION GROWTH RATES

COMPANY 2002 2003 2004 2005 2006 Average 2007 2008 2010-12 Average

Comparison Group

Avista Corp.
Hawaiian Electric
Northeast utilities
Pep co Holdings, Inc.
PNM Resources
Puget Energy, Inc.
TECO Energy
Westar Energy

1.2%
4.3%
3.2%
5.3%
3.1%
1.3%
3.2%
0.0%

3.4%
3.9%
3.7%
2.0%
3.0%
2.1%
0.0%
4.9%

1.4%
1.1%
1.6%
2.5%
4.5%
2.8%
0.0%
3.2%

2.4%
1.5%
1.5%
2,4%
4.3%
2.9%
3.3%
4.3%

4.9%
0.7%
0.3%
15%
3.7%
3.0%
5.0%
55%

2.7%
2.3%
2.1%
2.7%
3.7%
2.4%
2.3%
3.6%

1.0%
0.0%
4.0%
3.0%
1.5%
3.0%
6.5%
3.5%

4.0%
0.0%
5.0%
4.0%
3.0%
3.0%
4.0%
3.0%

3.0%
2.5%
6.0%
5.5%
3.0%
3.5%
3.5%
3.0%

2.7%
0.8%
5.0%
4.2%
2.5%
3.2%
4.7%
3.2%

Average 2.1% 3.3%

Hadaway Comparable
Company Group

ALLETE
Alliant Energy
Ameren
American Electric Power
CH Energy Group
Central Vermont P. S.
Cleco
Consolidated Edison
DTE Energy
Empire District Electric
Energy East
FirstEnergy
Hawaiial Electric
IDACORP
MGE Energy
NiSource
NSTAR
PNM Resources
Pinnacle West Resources
PPL Corp
Progress Energy
Puget Energy
SCANA
Southern Co.
TECO Holdings
UlL Holdings
Vectren
Xcel Energy

0.0%
0.2%
2.4%
0.0%
3.9%
5.6%
4.0%
6.4%
0.0%
2.9%
4.3%
4.3%
0.0%
2.6%
3.9%
5.2%
3.1 %
2.9%
12.4%
5.0%
1.3%
5.5%
4.1%
3.2%
0.5%
4.8%
0.0%

2.5%
2.2%
4.5%
2.0%
3.2%
3.5%
2.9%
2.5%
0.1%
3.1%
0.0%
3.9%
0.0%
2.5%
3.0%
5.1%
3.0%
2.5%
11.7%
3.7%
2.1%
5.5%
4.4%
0.0%
0.0%
3.0%
3.9%

4.7%
3.8%
0.9%
5.7%
1.7%
1.5%
3.9%
0.8%
1.6%
0.0%
3.8%
4.9%
1.1 %
2.7%
2.3%
3.9%
4.8%
4.5%
2.3%
9.3%
2.6%
2.8%
5.6%
4.7%
0.0%
0.0%
1.9%
3.9%

5.2%
8.1 %
1.1%
5.2%
2.0%
0.0%
4.1%
2.6%
3.7%
0.0%
3.7%
4.2%
1.5%
1.3%
1.2%
0.9%
4.6%
4.3%
1.0%
8.8%
1.7%
2.9%
5.3%
4.6%
3.3%
0.0%
4.0%
2.9%

5.0%
4.0%
0.2%
5.7%
1.2%
4.6%
3.0%
2.6%
1.2%
0.8%
3.2%
1.4%
0.7%
4.3%
3.7%
1.2%
4.9%
3.7%
3.4%
9.3%
0.0%
3.0%
3.8%
3.8%
5.0%
0.0%
1.3%
3.6%

5.0%
3.7%
1.0%
4.7%
1.4%
2.6%
4.0%
2.6%
3.1%
0.2%
3.3%
4.2%
2.3%
1.1%
2.5%
2.6%
4.9%
3.7%
2.4%
10.3%
2.6%
2.4%
5.1 %
4.3%
2.3%
0.1%
3.0%
2.9%

4.5%
6.0%
2.0%
5.0%
1.5%
2.5%
2.5%
3.0%
3.0%
0.0%
2.0%
1.5%
0.0%
3.0%
5.0%
1.5%
5.0%
1.5%
2.5%
11.5%
1.5%
3.0%
3.5%
4.0%
6.5%
0.5%
3.5%
3.0%

3.0%
5.0%
2.0%
5.5%
2.0%
3.0%
3.5%
3.0%
2.0%
1.0%
2.0%
1.0%
0.0%
3.5%
5.5%
2.0%
5.0%
3.0%
1.0%
8.0%
1.5%
3.0%
4.0%
3.5%
4.0%
1.0%
3.5%
3.5%

4.5%
4.0%
2.5%
5.5%
2.5%
3.5%
3.5%
2.5%
3.0%
3.0%
2.0%
1.0%
2.5%
3.5%
6.0%
2.5%
5.0%
3.0%
2.0%
12.5%
2.5%
3.5%
4.0%
3.5%
3.5%
2.0%
3.0%
3.5%

4.0%
5.0%
2.2%
5.3%
2.0%
3.0%
3.2%
2.8%
2.7%
1.3%
2.0%
7.2%
0.8%
3.3%
5.5%
2.0%
5.3%
2.5%
1.8%
10.7%
1.8%
3.2%
3.8%
3.7%
4.7%
1.2%
3.3%
3.3%

Average 3.2% 3.5%

Source: Value Line Investment Survey.
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COMPARISON COMPANIES
PER SHARE GROWTH RATES

CO MP ANY
5-year Historic Growth Rates

EPS DPS BVPS Average
Est'd '04-'06 to '10-'12 Growth Rates

EPS DPS Bops Average

Comparison Group

05%
-1.0%

2.5%
0.0%
16.5%

3.5%
2.0%
3.0%
0.5%
4,5%
1.5%
-9.5%
-9.0%

2.2%
0.3%
9.8%
-2.3%
3.2%
-4.8%
-11.0%
0.3%

9.0%
15%
17,0%
8,0%
2.5%
6.0%
4.5%
4.5%

12.5%
0.0%
6.5%
30%
6.0%
3.0%
2.0%
8.0%

4.0%
-0.5%
3.5%
3.0%
4.5%
4.0%
6.5%
5.0%

Avista Corp.
Hawaiian Electric
Northeast Utilities
Pep co Holdings, Inc.
PNM Resources
Puget Energy, inc.
TECO Energy
Wester Energy

-5.0%
-2.5%
-4.5%

-13.0%
21 .0%

7.5%
-11.5%
-10.5%
-11.0%

8.5%
0.3%
9.0%
4.7%
4.3%
4.3%
4.3%
5.2%

Average -0.3% 5.1%

Hadaway Comparable
Company Group

-3.0%
-2.0%
3.0%
-2.5%
-2.5%

-11 .5%
0.0%
-9.5%
0.0%
1.0%
1.0%
1.0%
0.0%
0.0%
5.0%
4.0%
0.0%
-8.5%
1.0%
-1 .5%
3.0%
7.5%
6.0%
13.0%
2.5%

-11.5%
5.0%
2.0%

-10.5%
0.0%
4.0%

-10.5%

-2.5%
5.5%
-2.5%
1.5%
2.0%
5.5%
3.0%
3.0%
2.0%
6.0%
4.5%
2.0%
2.5%
7.0%
4.0%
2.5%
4.5%
4.0%
14.0%
5.0%
1.5%
2.5%
1.0%
-9.5%
1.0%
4.5%
-4.5%

-5.7%
1.2%
-3.0%
-0.3%
0.2%
3.3%
0.7%
0.7%
1.0%
2.7%
4.0%
0.3%
-4.8%
3.5%
1.0%
3.0%
3.2%
1.7%
11.2%
2.3%
-4.8%
4.8%
2.0%

-11 .0%
-2.5%
4.3%
-7.2%

8.0%
5.5%
3.0%
6.5%
3.0%
9.0%
6.5%
4.0%
4.0%
8.5%
0.5%
9.0%
1.5%
2.0%
6.0%
2.5%
8.5%
2.5%
1.5%
14.0%
3.5%
6.0%
3.5%
3.0%
4.5%
5.5%
4.5%
5.5%

8.0%
0.0%
7.5%
1.0%
0.0%
6.5%
1.0%
2.5%
1.0%
4.0%
5.5%
0.0%
0.0%
0.5%
1.5%
7.0%
5.0%
3.0%
15.0%
1.0%
3.0%
4.0%
4.0%
2.0%
0.0%
3.0%
4.5%

5.5%
4.0%
3.0%
6.0%
2.0%
3.0%
6.5%
5.0%
2.5%
3.0%
2.0%
6.0%
-0.5%
4.0%
1.0%
2.0%
5.5%
4.5%
2.0%
8.5%
1.5%
4.0%
4.5%
5.0%
6.5%
-1 .0%
4.5%
4.0%

6.8%
5.8%
2.0%
6.7%
2.0%
4.0%
6.5%
3.3%
3.0%
4.2%
2.2%
6.8%
0.3%
2.0%
4.5%
2.0%
7.0%
4.3%
2.2%
12.5%
2.0%
4.3%
4.0%
4.0%
4.3%
1.5%
4.0%
4.1%

ALLETE
Alliant Energy
Ameren
American Electric Power
CH Energy Group
Central Vermont p. s.
Cleco
Consolidated Edison
DTE Energy
Empire District Electric
Energy East
FirstEnergy
Hawaiial Electric
IDACORP
MGE Energy
NiSource
NSTAR
PNM Resources
Pinnacle West Resources
PPL Corp
Progress Energy
Puget Energy
SCANA
Southern Co.
TECO Holdings
UIL Holdings
Vectren
Xcel Energy

-2.0%
-1 .0%
1 .0%
-3.0%
3.5%
-1 .0%
-8.5%
2.5%
0.5%
3.5%
-2.5%
-5.0%
6.5%
-0.5%
-4.5%
7.0%
3.0%

-13.0%
-8.5%
4.5%
-6.5%

Average 0.4% 4.2%

Source: Value Line Investment Survey.



Exhibit (DCP-1 )
Schedule 8
Page 4 of 4

COMPARISON COMPANIES
DCF COST RATES

ADJUSTED
YIELD

HISTORIC
RETENTION
GROWTH

PROSPECTIVE
RETENTION
GROWTH

HISTORIC
PER SHARE
GROWTH

PROSPECTIVE
PER SHARE
GROWTH

FIRST CALL
EPS

GROWTH
AVERAGE
GRO\NTH

DCF
RATES

COMPANY

Comparison Group

2.2%
0.3%
9.8%

3.2%

Avesta Corp,
Hawaiian Electric
Northeast Utilities
Pep co Holdings, Inc.
PNM Resources
Puget Energy, Inc.
TECO Energy
Westar Energy

3.0%
5.6%
2.8%
4.0%
4.3%
3.8%
4.8%
4.5%

2.7%
2.3%
2.1%
2.7%
3.7%
2.4%
2.3%
3.6%

2.7%
0.8%
5.0%
4.2%
2.5%
3.2%
4.7%
3.2% 03%

8.5%
0.3%
9.0%
4 7 %
4 3 %
4.3%
4.3%
5.2%

4.5%
8.5%
10.4%
11.4%
9.4%
5.1%
4 5 %
5.9%

4.1%
2.5%
7.2%
5.7%
4.6%
3.7%
3.9%
3.6%

7.1%
8.1%
10.0%
9.7%
9.0%
7.6%
8.8%
8.1%

Average 4.1% 2.7% 3.3% 3.2% 5.1% 7.5% 4.4% 8.5%

Median 4.2% 2.5% 3.2% 2.2% 45% 7.2% 4.0% 8.4%

Composite 6.8% 7.4% 7.2% 92% 11.5% 8.5%

Compos ite 6.7% 7.3% 6.3% 87% 11.4% 82%

Hadaway Comparable
Company Group

1.2%

5.0%
6_0%
64°/o
80%

0.2%
3.3%
0.7%
0.7%
1.0%
2.7%
4.0%
0.3%

9.0%
14.0%
3.7%
5.8%
6.0%
5.0%
11 .0%
8.5%
6.0%

3.5%
1.0%
3.0%
3.2%
1.7%
11.2%
2.3%

4.8%
2.0%

ALLETE
Alliant Energy
Ameren
American Electric Power
CH Energy Group
Central Vermont p. S.
Cleco
Consolidated Edison
DTE Energy
Empire District Electric
Energy East
FirstEnergy
Hawaiial Electric
IDACORP
MGE Energy
NiSource
NSTAR
PNM Resources
Pinnacle West Resources
PPL Corp
Progress Energy
Puget Energy
SCANA
Southern Co.
TECO Holdings
UIL Holdings
Vectren
Xcel Energy

4.4%
3.7%
5.4%
3.7%
5.4%
3.2%
3.4%
5. 1 %
4.7%
5.7%
4.8%
2.9%
5.6%
3.6%
4.2%
5.0%
4.3%
4.3%
5.2%
2.6%
5.3%
3.8%
4.5%
4.3%
4.8%
5.2%
4.7%
4.3%

5.0%
3.7%
1 .0%
4.7%
1 .4%
2.6%
4.0%
2.6%
a. 1 %
0.2%
3.3%
4.2%
2.3%
1 .7%
2.5%
2.6%
4.9%
3.7%
2.4%

10.3%
2.6%
2.4%
5. 1 %
4.3%
2.3%
0. 1 %
3.0%
2.9%

4.0%
5.0%
2.2%
5.3%
2.0%
3.0%
3.2%
2.8%
2.7%
1.3%
2.0%
7.2%
0.8%
3.3%
5.5%
2.0%
5.3%
2.5%
1.8%

10.7%
1.8%
3.2%
3.8%
3.7%
4.7%
1.2%
3.3%
3.3%

4.3%

6.8%

2.0%
6.7%
2.0%
4.0%
6.5%
3.3%
3.0%
4.2%
2.2%
6.8%
0.3%
2.0%
4.5%
2.0%
7.0%
4.3%
2.2%
12.5%
2.0%
4.3%
4.0%
4.0%
4.3%
1.5%
4.0%
4.7%

2.8%
6.0%
9.4%
3.6%

13.7%
4.6%
5.1%
4.7%
5.2%
4.5%

10.0%
4.9%
6.9%

5.2%
5. 1 %
2.6%
5.7%
1 .8%
3.B%
6.2%
2.6%
3.0%
2.5%
3.0%
6.6%
2.5%
3.2%
4.0%
2. 1%
5.3%
4.6%
2.3%

11.7%
2.1%
3.7%
4.5%
3.8%
3.9%
3.2%
3.9%
4.5%

9.5%
8.8%
7.9%
9.4%
7.2%
6.9%
9.6%
7.7%
7.7%
8.2%
7.8%
9.5%
a. 1 %
6.8%
8.2%
7. 1 %
9.5%
9.0%
1.5%
14.2%
8.0%
7.6%
9.0%
8.2%
8.8%
8.4%
8.6%
8.8%

Average 4.4% 3.2% 3.5% 2.7% 4.2% 5.7% 4.1% 8.5%

Median 4.4% 2.8% 3.2% 2.3% 4.0% 6.0% 3.8% 8.2%

Composite 7.6% 7.9% 7.1% 8.6% 11.1% 8.5%

Compos ite 7.2% 7.6% 6.8% 8.4% 10.4% 8.2%

Sources: Prior pages of this schedule.



Exhibit (DCP-1 )
Schedule 9

STANDARD & POOR'S 500 COMPOSITE
20-YEAR U.S. TREASURY BOND YIELDS

RISK PREMIUMS

Year EPS BVPS ROE
20-YEAR
T-BOND

RISK
PREMIUM

1977
1978
1979
1980
1981
1982
1983
1984
1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006

$12.33
$14.86
$14.82
$15.36
$12.64
$14.03
$16.64
$14.61
$14.48
$17.50
$23.75
$22.67
$21.73
$16.29
$19.09
$21.89
$30.60
$33.96
$38.73
$39.72
$37.71
$48.17
$50.00
$24.69
$27.59
$48.73
$58.55
$69.93
$81.51

$79.07
$85.35
$94.27

$102.48
$109.43
$112.46
$116.93
$122.47
$125.20
$126.82
$134.04
$141.32
$147.26
$153.01
$158.85
$149.74
$180.88
$193.06
$215.51
$237.08
$249.52
$266.40
$290.68
$325.80
$338.37
$321 .72
$367.17
$414.75
$453.06
$504.39

15.00%
16.55%
15.06%
14.50%
11.39%
12.23%
13.90%
11.80%
11.49%
13.42%
17.25%
15.85%
14.47%
10.45%
12.37%
13.24%
16.37%
15.52%
17.11%
16.33%
14.52%
17.29%
15.22%
7.43%
8.36%

14.15%
14.98%
15.12%
17.03%

7.90%
8.86%
9.97%

11.55%
13.50%
10.38%
11.74%
11.25%
8.98%
7.92%
8.97%
8.81%
8.19%
8.22%
7.26%
7.17%
6.59%
7.60%
6.18%
6.64%
5.83%
5.57%
5.50%
5.53%
5.59%
4.80%
5.02%
4.69%
4.68%

7.10%
7.69%
5.09%
2.95%
-2.11%
1.85%
2.16%
0.55%
2.51%
5.50%
8.28%
7.04%
6.28%
2.23%
5.11%
5.07%
9.78%
9.02%
10.93%
9.69%
8.79%
11.72%
9.72%
1.90%
2.77%
9.35%
9.96%

11.43%
12.35%

Average 6.40%

Sources: Standard & Poor's Analysts' Handbook and lbbotson Associates 2007 Yearbook.
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Schedule 10

COMPARISON COMPANIES
CAPM COST RATES

COMPANY
RISK-FREE

RATE BETA
MARKET
RETURN

CAPM
RATES

Comparison Group

Avista Corp,
Hawaiian Eiectric
Northeast Utilities
Pep co Holdings, Inc.
PNM Resources
Puget Energy, Inc.
TECO Energy
Westar Energy

4.49%
4.49%
4.49%
4.49%
4.49%
4.49%
4.49%
4.49%

0.95
0.75
0.80
0.95
0.90
0.90
0.95
0.B5

5.90%
5.90%
5.90%
5.90%
5.90%
5.90%
5.90%
5.90%

10.1%
8.9%
9.2%

10.1%
9.8%
9.8%

10.1%
9.5%

Average 9.7%

Me dia n 9.8%

Hadaway Comparable
Company Group

ALLETE
Alliant Energy
Ameren
American Electric Power
CH Energy Group
Central Vermont p. S.
Cleco
Consolidated Edison
DTE Energy
Empire District Electric
Energy East
FirstEnergy
Hawaiial Electric
IDACORP
MGE Energy
NiSource
NSTAR
PNM Resources
Pinnacle West Resources
PPL Corp
Progress Energy
Puget Energy
SCANA
Southern Co.
TECO Holdings
UIL Holdings
Vectren
Xcel Energy

4 .49%
4 .49%
4 .49%
4 .49%
4 .49%
4 .49%
4 .49%
4 .4 9 %
4 .49%
4 .49%
4 .49%
4 .4 9 %
4 .49%
4 .49%
4 .49%
4 .49%
4 .4 9 %
4 .49%
4 .49%
4 .49%
4 .49%
4 .4 9 %
4 .49%
4 .49%
4 .49%
4 .49%
4 .49%
4 .4 9 %

0.95
0.80
0.80
0.95
0.90
1.00
1.15
0.75
0.80
0.85
0.80
0.85
0.75
0.95
0.95
0.90
0.75
0.90
0.80
0.90
0.85
0.80
0.85
0.70
0.95
0.95
0.90
0.80

5.90%
5.90%
5.90%
5.90%
5.90%
5.90%
5.90%
5.90%
5.90%
5.90%
5.90%
5.90%
5.90%
5.90%
5.90%
5.90%
5.90%
5.90%
5.90%
5.90%
5.90%
5.90%
5.90%
5.90%
5.90%
5.90%
5.90%
5.90%

10. 1 %
9.2%
9.2%

10.1%
9.8%
10.4%
11.3%
8.9%
9.2%
9.5%
9.2%
9.5%
8.9%

10.1%
10.1%
9.8%
8.9%
9.8%
9.2%
9.8%
9.5%
9.2%
9.5%
8.6%

10.1%
10.1%
9.8%
9.2%

Average 9.6%

Median 9.5%

Sources: Value Line Investment Survey, Standard & Poor's Analysts' Handbook, Federal Reserve.
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Exhibit (DCP-1 )
Schedule 12

STANDARD & POOR'S 500 COMPOSITE
RETURNS AND MARKET-TO-BOOK RATIOS

1992 - 2006

YEAR
RETURN ON

AVERAGE EQUITY
MARKET-TO
BOOK RATIO

1992 12.2% 271%

1993 13.2% 272%

1994 16.4% 246%

1995 16.6% 264%

1996 17.1% 299%

1997 16.3% 354%

1998 14.6% 421%

1999 17.3% 481%

2000 16.2% 453%

2001 7.5% 353%

2002 8.4% 296%

2003 14.2% 278%

2004 15.0% 291%

2005 16.1% 278%

2006 17.0% 277%

Averages:

1992-2001 14.7% 341 %

2002-2006 14.1% 284%

Source: Standard & Poor's Analyst's Handbook, 2007 edition, page 1.
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RISK INDICATORS

GROUP
VALUE LINE

SAFETY
VALUE LINE

BETA
VALUE LINE

FIN STR
S & P

STKRANK

S & P's 500
Composite 2.7 1.05 B++ B+

Comparison Group 2.6 0.88 B+ 0.00

Hadaway Comparable Group 2.1 0.87 B++ 0.00

Sources: Value Line Investment Survey, Standard 8< Poor's Stock Guide.

Definitions:

Safety rankings are in a range of 1 to 5, with 1 representing the highest safety or lowest risk.

Beta reflects the variability of a particular stock, relative to the market as a whole. A stock with
a beta of 1.0 moves in concert with the market, a stock with a beta below 1.0 is less variable
than the market, and a stock with a beta above 1.0 is more variable than the market.

Financial strengths range from C to A++, with the latter representing the highest level.

Common stock rankings range from D to A+, with the latter representing the highest level.



Exhibit (DCP-1 )
Schedule 14

TUCSON ELECTRIC POWER COMPANY
PRE-TAX COVERAGE

ITEM PERCENT
COST
RATE

WEIGHTED
COST

PRE-TAX
COST

Short-Term Debt 2.16% 5.92% 0.13% 0.13%

Long-Term Debt 57.94% 6.40% 3.71% 3.71%

Common Equity 39.90% 10.25% 4.09% 6.65% (1)

TOTAL CAPITAL 100.00% 7.93% 10.48%

(1) Post-tax weighted cost divided by .6154 (composite tax factor)

Pre-tax coverage = 10.48%/(0.13%+3.71 %)
2.73 x

Standard & Poor's Utility Benchmark Ratios:

BBB A

Pre-tax coverage (X)
Business Position:

3 1.8 - 2.8x 2.8-3.4x

Total Debt to Total Capital (%)
Business Position

3 55 .. 65% 50 - 55%

Note that a business position of "3" is shown here since S8<P places most
transmission and distribution utilities in a range of "1" to "4".
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LONG-TERM PROJECTlONS OF

G R O S S  D O M E S T I C  P R O D U C T  G R O W T H

Social Security Administration

Year Real GDP GDP Index
Nominal
GDP Year Real GDP GDP Index

Nominal
GDP

2048
2049
2050
2051
2052
2053
2054
2055
2056
2057
2058
2059
2060
2061
2062
2063
2064
2065
2066
2067
2068
2069
2070
2071
2072
2073
2074
2075
2076
2077
2078
2079
2080
2081
2082
2083
2084
2085

2.0%
2.0%
1.9%
1.9%
1.9%
1.9%
1.9%
1.9%
1.9%
1.9%
1.9%
1.9%
2.0%
2.0%
2.0%
2.0%
2.0%
1.9%
1.9%
1.9%
1.9%
1.9%
1.9%
1.9%
1.9%
1.9%
1.9%
1.9%
1.9%
1.9%
1.9%
1.9%
1.9%
1.9%
1.9%
1.9%
1.9%
1.9%

2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%

4.4%
4.4%
4.3%
4.3%
4.3%
4.3%
4.3%
4.3%
4.3%
4.3%
4.3%
4.3%
4.4%
4.4%
4.4%
4.4%
4.4%
4.3%
4.3%
4.3%
4.3%
4.3%
4.3%
4.3%
4.3%
4.3%
4.3%
4.3%
4.3%
4.3%
4.3%
4.3%
4.3%
4.3%
4.3%
4.3%
4.3%
4.3%

2007
2008
2009
2010
2011
2012
2013
2014
2015
2016
2017
2018
2019
2020
2021
2022
2023
2024
2025
2026
2027
2028
2029
2030
2031
2032
2033
2034
2035
2036
2037
2038
2039
2040
2041
2042
2043
2044
2045
2046
2047

2.6%
3.0%
2.8%
2.6%
2.6%
2.4%
2.2%
2.1 %
2.2%
2.2%
2.1%
2.0%
2.0%
2.0%
2.0%
2.0%
2.0%
2.0%
2.0%
2.0%
2.0%
2.0%
2.0%
2.0%
2.0%
2.0%
2.0%
2.0%
2.0%
2.0%
2.0%
2.0%
2.0%
2.0%
2.0%
2.0%
2.0%
2.0%
2.0%
2.0%
2.0%

2.0%
2.0%
2.3%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%
2.4%

4.6%
5.0%
5.1 %
5.0%
5.0%
4.8%
4.6%
4.5%
4.6%
4.6%
4.5%
4.4%
4.4%
4.4%
4.4%
4.4%
4.4%
4.4%
4.4%
4.4%
4.4%
4.4%
4.4%
4.4%
4.4%
4.4%
4.4%
4.4%
4.4%
4.4%
4.4%
4.4%
4.4%
4.4%
4.4%
4.4%
4.4%
4.4%
4.4%
4.4%
4.4%

Average 4.4%

Source: 2007 OASDI Trustees Report.
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LONG-TERM PROJECTIONS OF
GROSS DOMESTIC PRODUCT GROWTH

Energy Information Administration

Annual Growth (2005-2030):

Rea l GDP 2.9%

1.9%GDP Chain-type Price Index

Nominal GDP Growth 4.8%

Source: Energy Information Administration, Annual Energy Outlook
2007 with Projections to 2030.
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EXECUTIVE SUMMARY
TUCSON ELECTRIC POWER COMPANY

DOCKET NO. E-01933A-07-0402 AND E-01993A-05-0650

My testimony addresses the following issues:
The prudence of TEP's purchases of fuel and purchased power
TEP's proposed pro forma adjustments related to fuel and purchased power
TEP's proposed implementation costs regulatory asset recovery of two coal contract
buy-outs
TEP's proposed purchased power and fuel adjustment clause (PPFAC)
TEP's proposed operating income adjustments related to fuel and purchased power
TEP's alternative regulatory scenarios

•

•

•

My findings and recommendations for each of these areas are as follows:

O

O

O

O

TEP has generally purchased fuel and purchased power in a prudent manner. EVA
has a number of management recommendations regarding improvements to TEP's
purchasing practices. The management recommendations are as follows :

o TEP must improve the level of documentation in all areas.
o  T E P  s hou ld  p r ep a r e  a  p o l i c i es  a nd  p r oc edu r es  ma nu a l  f o r  c oa l

procurement which should incorporate more rigorous bid evaluations.
TEP should improve its measurements of risk in order to comply with
Company policy regarding keeping risk at an "acceptable level."
TEP should consider revisions to its gas and power hedging policies such
that  hedging is  per formed not  only to reduce pr ice vola t ility but  to
minimize costs.
TEP should elimina te any commercia l dut ies  from designa ted Risk
Manager.
TEP should diversify its counterparties used for financial natural gas
fixed price swaps.
T EP  should cr ea te a  sepa r a te lega l  ent i ty for  Wholesa le T r a ding
transactions.

O

TEP has proposed a number of pro-fonna adjustments including short-term sales
exclusion, adjustments to the test year costs for Sundt, San Juan and Navajo, and
Wholesale Trading. EVA reviewed each of these proposals and concluded that
there was no basis to make the proposed adjustments related to short-tenn sales and
San Juan. EVA agreed with TEP regarding the Sundt and Navajo coal costs. EVA
recommends that 10 percent of the positive net margin from Wholesale Trading be
credited against retail expenses.

TEP has proposed that  it  be a llowed to recover  the buy-out costs of two coal
contracts which TEP argues are part of its Implementation Costs Regulatory Assets.
EVA reviewed the buy-out costs and concluded that the Sundt buy-out costs had
already been recovered by the Company through lower fuel costs subsequent to the
buy-out. EVA reviewed the buy-out costs associated with the San Juan contract and



re comme nds  tha t the  cos ts  of the  buy-out be  spre a d ove r the  re ma ining life  of the
a gre e me nt from the  time  of the  buy-out, ra the r tha n ove r four ye a rs  be ginning in
2009.

TEP has proposed a  PPFAC to recover its  fuel and purchased power costs . The three
s tandard crite ria  for a  PPFAC are  tha t the  fue l and purchased power costs  a re  la rge ,
the  fue l and purchased power cos ts  a re  vola tile , and the  utility does  not control the
ma rke t, i.e ., it is  a  price  ta ke r, not a  price  ma ke r. EVA be lie ve s  tha t TEP  me e ts  a ll
three  crite ria  and a  PPFAC is  appropria te .

EVA recommends  tha t prior to the  firs t review of the  PPFAC, TEP has  subs tantia lly
improve d its  le ve l of docume nta tion such tha t the re  is  comple te  tra nspa re ncy with
respect to a ll fue l and purchased power expenses , including written jus tifica tions  for
a ll new and amended agreements , documenta tion of hedging activitie s  on beha lf of
TEP during the  PPFAC period, and documenta tion of compliance  with procurement
protocols . Proposed documenta tion provis ions  should be  submitted to and approved
by the  Commiss ion S ta ff.

W ith  re s p e c t  to th e  m e c h a n ic s  o f th e  P P F AC ,  E VA a g re e s  with  th e
re comme nda tions  of Ra lph C. S mith of La rkin & As s ocia te s  a nd S ta ff tha t TEP 's
P P FAC s hould be  e ffe ctive  for fue l a nd purcha s e d powe r cos ts  incurre d a fte r
Ja nua ry 1, 2009 ra the r tha n Ja nua ry l, 2010. If the  e a rlie r P P FAC is  a dopte d, the
a djus tme nts  to the  2006 te s t ye a r fue l cos ts  a re  not ne e de d. In  a dd ition , EVA
re vie we d TEP 's  re que s t to cre dit 90 pe rce nt of the  re ve nue s  from short-te rm sa le s
a nd a ll of the  cos ts  to the  P P FAC a nd to re cove r cos t of cre dit. With re s pe ct to
short-te rm sa le s , EVA re comme nds  tha t the  e ntire  re ve nue  from short-te rm sa le s
flow through PPFAC. With re spect to the  cos t of credit, EVA be lieves  tha t the  cos t
of cre dit should only be  re cove ra ble  in the  PPFAC if TEP  ca n se pa ra te  its  cos ts  of
cre dit from those  of its  a ffilia te s  giving full re cognition to the  va lue  tha t a  re gula te d
utility provides  to the  cos t of credit for its  a ffilia te s  which is  not the  case  today.

TEP has proposed an opera ting income adjustment re la ted to the  ga ins from the  sa le
of emiss ion a llowances . EVA finds  this  adjus tment inappropria te  and recommends
tha t future  variances  from the  tes t year flow through the  PPFAC.

TEP has proposed a  coal inventory dollar amount in base  ra tes based upon 13-month
average. EVA ha s  propos e d a  coa l inve ntory dolla r a mount ba s e d upon ta rge t
inve n tory le ve ls  by p la n t a nd  a ve ra ge  13-month  cos ts . Th e  e ffe c t o f th is
recommendation is  a  reduction of $l,342,118 in the  ra te  base .

TEP  ha s  propos e d thre e  a lte rna tive  re gula tory tre a tme nts . EVA's  te s timony ha s
focuse d on Cos t of S e rvice . EVA note s  tha t in the  hybrid ca se , the  prima ry is sue
re la te d to fue l a nd purcha s e d powe r is  the  ne e d for cons ide ra ble  duplica tion of
functions in order to insure  the  integrity of the  purchases for the  regula ted asse ts  and
for cus tome rs . TEP  did not a de qua te ly provide  the  me cha nics  of purcha s e s  in a
hybrid e nvironme nt.
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1 I. INTRODUCTION

2 Q. Please state your name and business address.

3

4

My na me  is  Emily S . Me dine . My bus ine ss  a ddre ss  is  1901 N. Moore  S tre e t, Suite  1200,

Arlington, VA 22209.

5

6 Q- By whom are you employed and what is your position?

7 I a m e mploye d by Ene rgy Ve nture s  Ana lys is , Inc. ("EVA"), whe re  I a m a  principa l.

8

9 Q- Please describe your duties and responsibilities in that position .

1 0

11

1 2

1 3

1 4

1 5

1 6

1 7

1 8

EVA is  a  consulting firm tha t engages  in a  va rie ty of prob ects  for priva te  and public sector

clients . These  consulting projects  a re  re la ted to ene rgy and environmenta l is sue s . In the

e ne rgy a re a , much of our work is  re la te d to a na lys is  of the  e le ctric utility indus try, fue l

ma rke ts , pa rticula rly coa l, na tura l ga s , oil, a nd pe trole um coke , a nd the  tra ns porta tion

the re of. Our clie nts  in the s e  a re a s  include  coa l, oil a nd na tura l ga s  produce rs , e le ctric

utility a nd indus tria l e ne rgy cons ume rs , a nd e ne rgy tra ns porte rs . We  a ls o work for a

numbe r of public a ge ncie s , such a s  re gula tory commiss ions  a nd the  U.S . De pa rtme nt of

Energy, a s  we ll a s  inte rvene rs  in utility ra te  proceedings , such a s  consumer counse ls  and

municipa litie s .

1 9

20 Q- Please describe your educational background and professional experience.

2 1 I re ce ive d a  Ba che lor of Arts  de gre e  from Cla rk Unive rs ity in 1976 a nd a  Ma s te rs  in

P ublic Affa irs  from the  Woodrow Wils on S chool of P ublic a nd Inte rna tiona l Affa irs  a t22

23

24

25

A.

A.

A.

A.

P rince ton Unive rs ity in 1978. I ha ve  be e n with EVA s ince  1987. P rior to tha t, I worke d

for Cons olida tion Coa l Compa ny (now CONS OL Ene rgy), Ene rgy a nd Environme nta l

Ana lys is , Inc. (EEA) a nd Brookha ve n Na tiona l La bora tory. I pe rform a nd ma na ge  a
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1

2

3

4

varie ty of fue ls -re la ted consulting work for the  e lectric utility indus try, including fue l

supply strategy studies, market analyses and price forecasts. I also audit the management

and performance  of e lectric utility iiue l supply departments  and provide  tes timony to

public service commissions. My resume is attached as Exhibit EVA-l .

5

6 Q- On whose behalf are you appearing?

7

8

I a m a ppe a ring on be ha lf of the  Arizona  Corpora tion Commis s ion ("ACC" or

"Commission") Utilities  Divis ion Staff ("Staff').

9

10 Q~ Have you previously filed testimony before the Arizona Corporation Commission?

11 No.

12

13 Q- In what jurisdictions have you filed testimony?

14

15

16

17

18

I ha ve  file d te s timony on multiple  occa s ions  be fore  the  P ublic Utilitie s  Commis s ion of

Ohio a nd the  We s t Virginia  P ublic S e rvice  Commis s ion. I ha ve  a lso worke d on s e ve ra l

occa s ions  for the  s e ve n re gula tory commis s ions  tha t a re  re s pons ible  for re gula ting

PacifiCorp. The  seven s ta te s  a re  Ca lifornia , Idaho, Montana , Oregon, Utah, Washington,

and Wyoming,

19

20 11. PURPOSE AND S UMMARY OF TES TIMONY

21 Q- What is  the purpose of your tes timony?

22

23

24

The  purpos e  is  to provide  e xpe rt te s timony re la te d to the  prude nce  of Tucs on Ele ctric

P owe r's  purcha s e s  of fue l a nd purcha s e d powe r, TEP 's  te s t ye a r fue l price s , TEP 's

forecasting methodology and TEP's  proposed adjustments .

25

A.

A.

A.

A.
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1 Q- Please summarize your testimony.

2

3

4

5

6

7

8

9

10

Tucson Electric Power has opera ted under a  ra te  freeze  s ince  1999 which was based upon

a  1994 tes t year. EVA reviewed purchases  during the  2006 tes t year and concludes  during

this  pe riod, TEP has  genera lly purchased fue l and purchased power in a  prudent manner.

Howe ve r, TEP  doe s  not pe rform or ma inta in the  le ve l of docume nta tion cons is te nt with

wha t is  re quire d in a  re gula tory e nvironme nt. Furthe r, the re  a re  opportunitie s  for TEP  to

improve  its  procurement e fforts  through revised purchasing and hedging practices  for both

fue l a nd purcha s e d powe r. Fina lly, s ome  cha nge s  with in  the  orga niza tion ma y be

a ppropria te  to ins ure  be tte r controls . With re s pe ct to the  propos e d te s t ye a r a nd othe r

adjustments, EVA recommends severa l adjustments  there to.

11

12 111 . ORGANIZATION OF TESTIMONY

13 Q- How is your testimony organized?

14 The  re s ults  of the  fue l a nd purcha s e d powe r a udit a re  provide d firs t. The  va rious

adjus tments  proposed by the  Company and the  proposed PPFAC a re  reviewed second..

This  is  followed by the  specific management recommendations  resulting from the  audits .

15

16

17

18 IV. FUEL AND PURCHASED POWER AUDIT

19

2 0

2 1

Q- Please describe TEP's generating system.

22

23

A.

A.

A. TEP  owns  a ll o r pa rt o f n ine  p la n ts  p lus  ha s  a bout five  me ga wa tts  o f s o la r in  two

loca tions . The s e  pla nts , lis te d in Exhibit EVA-2, include  five  coa l-fire d pla nts , two of

which a re  ope ra te d by TEP . The  othe r pla nts  cons is t of thre e  combus tion turbine s , one

combined cycle  plant and the  sola r facilitie s .
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1 Q How is  fue l procured for thes e  plants

Fue l procure me nt fa lls  unde r the  re s pons ibilitie s  of the  Vice  P re s ide nt of Whole s a le

Ene rgy a nd UNS  Ga s . As  s hown in  Exhibit EVA-3, the  de pa rtme nt is  s plit be twe e n

powe r a nd ga s  on one  s ide  a nd "fue ls ", which is  cons ide re d coa l, on the  othe r s ide

Energy Trading" handles  a ll wholesa le  transactions  regardless  of whe ther the  transaction

is  for ra te pa ye rs  or Whole s a le  Tra ding. Whole sa le  Ope ra tions  a nd P ipe line  Sys te m

Planning a re  the  respective  scheduling iiinctions

9

10

Coa l

Q Please describe the relative importance of coal within the TEP system

Most of TEP 's  ins ta lle d ge ne ra tion is  coa l. As  shown in Exhibit EVA-4, during the  pe riod

2004 through 2006, coa l genera tion accounted for 94 percent or more  of genera tion. Coa l

genera tion is  disproportiona te  to its  capacity because  of its  lower cost

1 5 Q Pleas e  expla in the  overa ll coa l s upply for the  TEP plants

The  coa l supply for the  TEP  pla nts  is  summa rize d on Exhibit EVA-5. This  coa l supply is

best understood in context

The  Sa n Jua n Ba s in is  on the  northe a s te rn pa rt of Ne w Me xico a nd the  a djoining pa rt of

southwe s te rn Colora do. The  S a n Jua n is  divide d into a  numbe r of individua l coa lfie lds

Coa l production in Ne w Me xico da te s  ba ck to the  l880's  but ha d a ll but dis a ppe a re d by

the  la te  l950's  due  to the  cha nge  from the  s te a m e ngine  to die se l a nd incre a se d use  of

natura l gas

In the  s e cond ha lf of the  twe ntie th ce ntury, high growth in e le ctricity de ma nd prompte d

the  cons truction of coa l-fire d powe r pla nts  in conce it with the  cons truction of ne w coa l
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1

2

3

4

5

6

7

8

9

1 0

mine s  which supplie d the  pla nts  unde r long-te rm contra cts . P ittsburg & Midwa y ope ne d

the  McKin le y s urfa ce  mine  in  1962  (Arizona  P ublic  S e rvice 's  Cholla  p la n t s ta rte d

ope ra ting in 1962) a nd BHP  (Uta h Inte rna tiona l) ope ne d the  Na va jo mine  in 1963 (Four

Corne rs  power plant s ta rted ope ra ting in 1963) and the  San Juan mine  in la te  1972 (San

In  1982, the  Le e  Ra nch mine  be ga n

production (the  Springe rville  plant s ta rted ope ra ting in 1985). The  Lee  Ranch mine  which

had been deve loped by the  Sante  Fe  Indus trie s] was  "traded" to Hanson, which ultima te ly

became Peabody in 1994.

J ua n powe r pla nt s ta rte d ope ra ting in 1976).

The  coa l indus try in Arizona , unlike  Ne w Me xico, did not de ve lop until utility pla nts  we re

built and des igned for it. The  coa l re se rves  in Arizona  a re  concentra ted in the  Black Mesa

re gion which is  in Na va jo country. Two la rge  mine s  we re  de ve lope d on the se  re se rve s :

the  Black Mesa  mine , which was  deve loped to supply the  now-closed Mohave  gene ra ting

s ta tion a nd the  Ka ye nta  mine , which wa s  de ve lope d to s upply the  Na va jo Ge ne ra ting

S ta tion. The  Ka ye nta  mine  s ta rte d producing in 1973, Na va jo #1 s ta rte d ope ra ting in

1974.

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9

2 0

Of th e  min e s  d is cu s s e d  a b o ve ,  o n ly two  (McKin le y a n d  Le e  Ra n ch ) d e ve lo p e d

comme rcia l ra il a cce s s . TEP  looke d to McKinle y for the  s upply of S undt (Irvington) for

the  coa l convers ion.

1 Santa Fe Industries was the diversified parent company of the Topeka and Santa Fe Railway. Its non-raikoad
operations included construction, real estate, and energy interests.
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1 Q-

2

'What changes have occurred in the U.S. coal industry since the development of these

power plants that affect or may affect TEP's coal supply?

3

4

5

In the  la s t 30 plus  ye a rs , the re  ha ve  be e n ma ny cha nge s  to the  U.S . coa l indus try. With

respect to TEP, the  most important changes re la te  to the  Powder River Basin, the  changing

global coa l market, and mine  safe ty issues.

6

7

8

9

The  P owde r Rive r Ba s in  is  a  huge  de pos it of s ub-bituminous  coa l lying in  northe rn

Wyoming a nd s outhe a s t Monta na . In the  e a rly 1970's , the re  wa s  ve ry little  production

from the  P owde r Rive r Ba s in. In 2007, production incre a s e d to a lmos t 480 million tons

10

1 1

1 2

1 3

1 4

1 5

1 6

1 7

and now accounts  for over four out of every 10 tons  produced in the  U.S . This  remarkable

growth in production is  a ttribute d to thre e  prima ry fa ctors : cos t, qua lity, a nd compe titive

tra ns porta tion. The  coa l is  not ve ry de e p a nd the  us e  of s upe r-s ize d e quipme nt (e .g.,

dra gline s , ha ul trucks , e tc.) ke pt coa l mining cos ts  re la tive ly low. The  coa l in the  Powde r

Rive r Bas in is  ve ry low in sulfur which made  it an a ttra ctive  fue l for many power plants  in

orde r to mee t environmenta l requirements . Fina lly, the  addition of a  second ra ilroad in the

P owde r Rive r Ba s in in the  l980's  re sulte d in s ignifica nt ra il compe tition a nd compe titive

ra te s  to many marke ts  including those  in the  eas te r U.S .

1 8

1 9

20

2 1

22

23

While  many power plants  in the  U.S ., including those  in the  southwes t and Texas  and a s

far east as  Indiana  and Michigan were  designed for Powder River Basin coa ls , much of the

remarkable  increase  in demand was  re la ted to the  displacement of des ign coa ls  by coa ls

from the  P owde r Rive r Ba s in. As  note d a bove , this  wa s  due  to lowe r de live re d cos ts

Powder Rive r Bas in coa ls  have  a lso displaced

24

(mine  plus  ra il) a nd low sulfur conte nt.

mine  mouth coal supplies  in Texas, Colorado and Arizona  for some of the  same reasons.

25

A.
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P o wd e r Rive r Ba s in  co a ls  b e ca me  imp o rta n t to  TEP  wh e n  th e  p e rmittin g  o f th e

S pringe rville  e xpa ns ion re quire d TEP  to commit to use  P owde r Rive r Ba s in coa l for the

ne w units . Obvious ly, the  a ddition of P owde r Rive r Ba s in coa ls  for Units  3 a nd 4 ma de

the ir potentia l use  a t Units  1 and 2 more  like ly. [C O NF IDE NTIAL]

6 Q How does  the  globa l coa l marke t a ffec t TEP 's  coa l s upply

The  globa l coa l ma rke t for s te a m a nd me ta llurgica l coa ls  is  ra pidly a pproa ching one

billion tone s  pe r ye a r. At one  time , the  U.S . ha d be e n a  ma jor coa l e xporte r but its  role

shra nk to tha t of swing supplie r due  to its  high cos ts . The  U.S . e ffe ctive ly los t its  e ntire

pos ition in the  P a cific ma rke t due  to the  growth in the  Aus tra lia n, Indone s ia n, a nd e ve n

Chinese  export coa l indus trie s . With growth in demand, pa rticula rly in the  Pacific marke t

outpacing growth in supply, a  shortfa ll ha s  deve loped in the  globa l marke t caus ing globa l

coa l price s  to more  tha n double  in the  la s t 12 months . The  combina tion of ris ing globa l

price s  a nd the  we a k U.S . dolla r ha ve  ma de  U.S . coa l supplie s  compe titive  in the  globa l

coa l ma rke t. The  ne t e ffe ct ha s  be e n a  ris e  in U.S . coa l price s , pa rticula rly e a s te rn

bituminous  coa l prices

While  the  coa l mine s  supplying coa l to TEP 's  pla nts  by a nd la rge  a re  not ca ndida te s  for

the  export marke t, the  increase  in ea s te rn coa l price s  combined with increas ing dive rs ion

of eas te rn bituminous  coa ls  into the  export marke t has  potentia l ripple  e ffects  on the  coa l

s upply to TEP 's  pla nts . Highe r price s  ofte n le a d to highe r cos ts  from which the  mine s

s e rving TEP 's  pla nts  a re  not ins ula te d. S imila rly, gre a te r de ma nd for we s te rn coa ls  in

e a s te rn coa l ma rke ts  could a ffe ct price s . Fina lly, some  of the  coa ls , na me ly the  we s te rn

bituminous  coa ls  could be  looked to for export
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1 Q, What are the issues related to mine safety?

2

3

4

5

6

7

8

9

10

11

12

13

14

Coa l mine  s a fe ty be ca me  a  promine nt is s ue  in  2006 following the  tra ge die s  a t the  S a go

a nd Ara coma  mine s  in the  e a s t. In J une  2006, Congre s s  e na cte d the  Mine  Improve me nt

a nd Ne w Eme rge ncy Re s pons e  Act of 2006 ("MINER Act") which a me nde d the  Fe de ra l

Min e  S a fe ty a n d  He a lth  Ac t  o f 1 9 7 7  ("MS HA"). Th e  MINE R  Ac t re q u ire s  e a c h

u n d e rg ro u n d  c o a l m in e  o p e ra to r to  h a ve  a  writte n ,  a p p ro ve d ,  a n d  re g u la rly u p d a te d

a ccide nt re s pons e  pla n tha t provide s  for the  e va cua tion of a ll individua ls  in the  mine  in the

c a s e  o f a n  e m e rg e n c y a n d  p ro vid e s  fo r th e  m a in te n a n c e  o f a n y in d ivid u a ls  tra p p e d

unde rground. S p e c ific a lly ,  th e  p la n  m u s t  p ro v id e  fo r  (1 )  re d u n d a n t  m e a n s  o f

communica tion, (2 ) a  t ra c k in g s ys te m (cons is te nt with comme rc ia lly a va ila ble

te c h n o lo g y) th a t a llo ws  fo r a b o ve  g ro u n d  p e rs o n n e l to  d e te rm in e  th e  lo c a tio n  o f a ll

unde rground pe rs onne l, (3) a de qua te  ca che s  of bre a tha ble  a ir in 30 minute  incre me nts  in

the  e s ca pe  wa ys , (4) life line s  cons is ting of fla me -re s is ta nt ma te ria ls  to dire ct pe rs onne l out

o f the  mine , (5 ) tra in ing , a nd  (6 ) c oord ina tion  with  loc a l a u thoritie s .  In  a dd ition , e a c h

unde rground mine  with more  tha n 36 e mploye e s  ha d to  ha ve  a va ila ble  two mine  re s cue15

16

17

teams.

18

19

2 0

2 1

22

23

24

25

26

A.

The  Cra nda ll Ca nyon dis a s te r in Uta h in Augus t 2007 ha s  s purre d a dditiona l le gis la tion.

In J a nua ry 2008, the  Hous e  pa s s e d the  controve rs ia l S upple me nta l Mine  Improve me nt a nd

Ne w Eme rge ncy Re s pons e  ("S -MINER") which if it be come s  la w s ignifica ntly incre a s e s

the  burde n on the  mining indus try. The  S -MINER Act ha lve s  the  ma ximum le ve l of coa l

dus t to  which  mine rs  cou ld  be  le ga lly e xpos e d , would  re qu ire  the  us e  of ta mpe r-proof

te c hno logy to  me a s ure  e xpos ure  le ve ls ,  p rovide s  ne w s a fe gua rds  fo r re tre a t min ing ,

re q u ire s  th a t s e a ls  with s ta n d  p re s s u re  o f 2 4 0  p o u n d s  p e r s q u a re  in c h ,  g ive s  MS HA

s ubpoe na  a uthority, d ire c ts  mine s  to  be gin us ing fire -re s is ta nt conve yor be lts , re quire s

MS HA to  de ve lop  its  own e me rge ncy re s pons e  p la n  with  s ix months , re quire s  ra ndom
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1

2

3

inspections  of miners ' se lf-conta ined se lf-rescuers , crea tes  a  miner ombudsman's  office  to

ha ndle  s a fe ty compla ints , a nd ca lls  for be tte r tra cking a nd communica tions  e quipme nt,

more  re liable  a ir supplies , and grea te r ava ilability of re fuge  chambers .

4

5

6

7

The heightened emphasis on safety increases the  underground mine production costs a t the

San Juan mine , a lthough not to the  same degree  of olde r, smalle r mines . It a lso increases

cos ts  a t the  unde rground mining ope ra tions  in  Colora do which a re  a

8

the  p roduction

potentia l s ource  of s upply for S undt.

9

10 Q.

11

You previously mentioned some changes in railroad pricing behavior. Is this likely

to continue?

12 A.

13

14

15

16

17

18

19

20

21

Afte r two de ca de s  of de clining re a l ra te s  tha t inte ns ifie d inte r-re giona l coa l compe tition,

the  ra ilroa ds  a dopte d a  ne w s tra te gy in which the y e ffe ctive ly s toppe d com pe ting  with

e a ch othe r a nd s ta rte d quoting highe r ra te s  on ne w a nd re ne wing bus ine s s . The  s tra te gy

be ca me  more  public in Ma rch 2004 whe n the  Union P a cific  ("UP ") a nnounce d tha t ne w

coa l ra te s  out of the  P owde r R ive r Ba s in  would  b e  s e t unde r C ircula r 111 which s e t

s ta nda rd te rms  a nd conditions  a pplica ble  to s pe cific de s tina tions . The  UP  followe d with

Circula r 112 for ra te s  from  Uta h a nd Colora do a nd Circula r 113 for ra te s  from  Illinois ,

Okla hom a  a nd s outhe rn Wyom ing . The  UP  s ta te d tha t the  circula r ra te s  we re  thos e  "it

mus t a chie ve  from the  coa l bus ine s s  in orde r to s upport ongoing ca pita l inve s tme nts  to

ha ndle  e xis ting a nd growing coa l volume s ."

22

23

24

25

Economis ts  be lie ve  tha t the  UP  pos ition will softe n once  the re  is  ove rca pa city within the

sys tem aga in. An economic recess ion such as  is  currently be ing forecas t could lead to an

e xce ss  in ra il ca pa bility which might re sult in lowe r ra te s . The  big unknown, howe ve r, is
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to wha t e xte nt we s te rn coa ls  will be  ne e de d in e a s te rn ma rke ts  "a t a ny price " in orde r to

fill the  void from increased exports  and decreased imports

4 Q How does the coal move to the power plants

S undt is  s e rve d by the  UP . S pringe rville  is  s e rve d by the  Burlington Northe rn ("BN")

San Juan and Four Corne rs  a re  mine  mouth. Nava jo rece ives  its  coa l via  the  Black Mesa

and Lake  Powell Ra ilroad, a  dedica ted 80-mile  e lectrified ra ilway

9 Q Are there any changes with respect to the railroads that could affect TEP?

As  note d a bove , TEP 's  s upply is  s ome wha t ins ula te d from the  comme rcia l ra il ma rke t

The  e xce ptions  a re  S undt a nd S pringe rville . S undt is  curre ntly re ce iving UP  coa l unde r

[C O NF IDE NTIAL]

14 Coal Procurement

15 Q How is  coa l acquired by TEP for its  units ?

TEP acquire s  a ll of the  coa l for Sundt #4 and Springe rville  #1 and #2, TEP  was  involved

in the  negotia tions  for Springe rville  #3 but the  coa l contract itse lf is  a  bila te ra l agreement

be twe e n Tri-S ta te  a nd the  coa l supplie r. TEP  pa rticipa te s  with P ublic S e rvice  Compa ny

of Ne w Me xico ("P NM") in ne gotia tions  re la te d to S a n Jua n a s  TEP  is  a  co-s igna tory on

the  coa l contra ct with PNM due  to TEP 's  50 pe rce nt owne rship of Units  #1 a nd #2. TEP

sits  on the  fue ls  committee  for the  othe r jointly-owned s ta tions

23 Q Who acquires  the  coa l for TEP?

The  profe ss iona l coa l procurement s ta ff is  re la tive ly sma ll cons is ting of a  Fue ls  Manage r

and a  Lead Fue ls  Ana lys t. The  Fue ls  Manager has  no purchas ing authority. He  reports  to

David Hutchins , Vice  P res ident. Mr. Hutchens  pa rticipa te s  in negotia tions  a s  appropria te
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1

2

3

Mr. Hutchens  has  limited approva l authority. A11 transactions  repre senting $10 million or

more  of va lue  mus t be  a pprove d by the  Boa rd. Othe r tra ns a ctions  ma y a ls o go to the

Boa rd for approva l.

4

5

6

TEP  doe s  not ha ve  a n officia l fue ls  committe e . The  Boa rd, which me e ts  qua rte rly,

pe riodica lly re vie ws  the  fue l s itua tion.

7

8 Q- Pleas e  expla in the  coal s upply for each of the  plants .

Springe rville9

10 The s e  contra cts , which a re

11

The re  a re  two a ctive  coa l contra cts  for S pringe rville .

summa rize d in Exhibit EVA-6, a re [C O NF IDE NTIAL].

12

1 3

1 4

1 5

1 6

1 7

Sundt

18

19

20

21

Afte r the  buy-out of the  McKinle y contra ct, TEP  did not e nte r into a  long-te rm contra ct

for re pla ce me nt coa l. Ra the r it purcha s e d coa l on a  s hort-te rm, a nnua l, or s pot ba s is .

De live ries  in 2008 a re  pursuant to a [C O NF IDE NTIAL] TEP  e nte re d into with Rio Tinto

for coa l from the  Colowyo coa l mine  in  Colora do. The  a gre e me nt with  Rio  Tinto  is

summarized in Exhibit EVA-7 .

TEP a lso purchased some coa l from McKinley in 2007 even though its  requirements  were

fully s a tis fie d  with  the  Colowyo coa l. TEP  indica te d two re a s ons  for this  purcha s e :

22 [CONHDENTIALL

23

24

25

A.

It should be  note d tha t not a ll of the  fue l supply for S undt #4 is  firm coa l. In 1999, TEP

sta rted to move  me thane  gas  from the  city of Tucson's  Los  Rea lms  landfill through a  3.5
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1

2

mile  pipe line  to the  S undt pla nt whe re  it is  burne d a long with coa l. The  ga s , which is

de livered a t a  lower cos t than the  coal, has  displaced about 15,000 tons  of coal per year.

3

4 San J uan

5

6

7

8

9

The  San Juan s ta tion is  a  four-unit coa l-fired plant which is  ope ra ted by PNM. TEP owns

50 pe rce nt of Units  #1 a nd #2 which re pre se nts  a bout 19.8 pe rce nt of the  e ntire  s ta tion.

TEP a long with PNM is  a  co~s ignor to the  coa l supply agreement re flecting its  ownership

pos ition a t the  time  of the  initia l a gre e me nt. The  a gre e me nt, which is  s umma rize d in

Exhibit EVA-8, is  be tween TEP  and PNM and the  San Juan Coa l Company, a  subs idia ry

10 o fBHP .

11

12

13

14

The  initia l coa l s upply a gre e me nt wa s  bought out in  2001 to conve rt from a  s urfa ce

mining contra ct to a n unde rground longwa ll mining a gre e me nt. The  pa yme nt wa s  ma de

to re imburse  BHP for its  s tranded capita l inves tments  re la ted to the  surface  mine .

15

16

17

18

19

Ba s e d upon TEP 's  filing in the  curre nt proce e ding, the  pe rforma nce  of the  unde rground

mine  has  been dis appointing, pa rticula rly in contra s t to the  repres enta tions  made  by BHP

and othe rs . One  ba d ye a r, howe ve r, doe s  not a  contra ct ma ke  a nd the re  is  re a s on to

be lieve  pe rformance  will improve  ove r time .

20

21 Four Corne rs

22

23

24

25

26

The  Four Corne rs  s ta tion is  a  five -unit coa l-fired plant ope ra ted by Arizona  Public Se rvice

("AP S "). AP S  owns  units  #l- #3, Units  #4 a nd #5 a re  jointly owne d with a  numbe r of

buye rs  of which TEP  is  one . TEP , a long with the  othe r owne rs  of Four Corne rs , is  a

counte r-pa rty to the  long-te rm a gre e me nt with BHP  for coa l from the  Na va jo mine . The
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1

2

3

4

a gre e me nt, which is  summa rize d in Exhibit EVA-9, da te s  ba ck to 2003 a t which time  the

parties  to Units  #4 and #5 decided to res ta te  and amend the  Four Corners  Fue l Agreement

Numbe r 2 ra the r tha n provide  a dditiona l s upple me nts  to it. The  ne w a gre e me nt runs

through July 6, 2016 a lthough the  Buyers  have  a  unila te ra l right to extend the  agreement

be tween live  and 15 years .5

6

7

8

9

10

Navajo Generating Station

1 1

1 2

The  Nava jo Gene ra ting S ta tion is  a  three -unit s ta tion ope ra ted by Sa lt Rive r P roject. The

coa l for Nava jo is  supplied unde r a  long-te rm contract with Peabody which da te s  back to

1977 and runs  for 35 years  from the  da te  of firs t opera tion of Unit #3. The  buyers  do have

the  right to extend for up to 15 years  assuming the re  a re  adequa te  rese rves . The  prices  in

this  contra ct a re  re se t e ve ry five  ye a rs  ba se d in pa rt upon a ctua l cos ts . Within the  five

ye a r pe riods , cos ts  a re  a djus te d by spe cifie d indice s . The  a gre e me nt is  summa rize d in

Exhibit EVA-10.

1 3

1 4

1 5

1 6

1 7

1 8

Q- Based upon this discussion, the only plant for which TEP currently purchases coal is

Sundt. How are these procurements accomplished?

19

20

21

22

23

TEP conducts  pe riodic solicita tions . In 2007, TEP  solicite d the  ma rke t for one - or thre e -

ye a r offe rs . Re que s ts  for proposa l we re  se nt to a ll produce rs  of we s te rn bituminous  ra il

coa l. The  re que s ts  for proposa l we re  brie f le tte rs  indica ting TEP 's  ne e d for coa l for the

Sundt s ta tion and indica ting tha t a ll coa l mus t have  a  sulfur dioxide  (SO2) content of 1.0

p o u n d  p e r  MMBtu  o r  le s s  (p e r  th e  a ir  p e rm it ) . Bid s  we re  re c e ive d  fro m

24

A.

[C O NF IDE NTIAL].
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1 Q.

2

Ho w d id  TEP  e va lu a te  th e  b id s  fo r S u n d t?

TEP  pre pa re d a  s pre a ds he e t type  a na lys is  of the  a lte rna tive  bids .  [CONFIDENTIAL].

3

4 Q-

5

6

Would you consider TEP's analysis complete?

[CONFIDENTIAL].No.

7 [CONFIDENTIAL].

8

9

10

Q-

11

Would TEP's  ana lys is  of the  2007 bids  have  changed if a  comple te  ana lys is  had been

pe rformed?

I do not think so. [C O NF IDE NTIAL].

12

13 Q-

14 Not necessarily. The purchase was for TEP will presumably

conduct a new solicitation for 2009 coal. The new solicitation should consider all these

factors.

Is the coal purchased in 2007 also the coal that will be burned in 2009?

[CONFIDENT IAL] .

Q- Did TEP document the procurement for Sundt?

15

16

17

18

19

20

21

No .

22

23

A.

A.

A.

A.

A. TEP did not document the  entire  procurement ana lys is  a s  is  appropria te  in

procurement decisions. The documentation should provide a summary of the solicitation

results, an analysis of the results, how the purchase decision came about and a record of

the actual decision. The documentation should also confirm that the procurement decision

received the proper management approvals.
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1 Co a l Co n t ra c t  Ad m in is t ra t io n

2 Q- Who is responsible for administering the coal and transportation contracts?

3

4

5

The  Fue ls  Group is  re s pons ib le  for a dm inis te ring  the  coa l a nd tra ns porta tion  contra c ts .

Th is  is  la rge ly a n  ove rs igh t func tion  with  re s pe c t to  the  jo in tly-owne d  p la n ts .  TEP  ha s

prim a ry re s pons ibility for S undt a nd S pringe rville .

6

7 Q-

8

What a re  TEP 's  inventory ta rge ts ?

TEP indica ted tha t its  ta rge t for Sundt is [C O NF IDE NTIAL].

9

10 Q, How well has TEP done in achieving its target inventory levels?

11

1 2

1 3

1 4

E xh ib it  E v A-ll s h o ws  e n d  o f m o n th  in v e n to ry le v e ls  fo r S u n d t a n d  S p rin g e rv ille  a n d

da ys  of inve ntory for e a ch ba s e d upon the  a ve ra ge  da ily bum  a t e a ch pla nt for the  ye a rs

2004 through 2006. [ C O NF IDE NT IAL ] . TEP  indica te d tha t it wa s  ta king a dva nta ge  of

s ome  compe titive ly-price d coa l during this  pe riod.

1 5

1 6 Q. What is TEP proposing to include in its 2006 test year with respect to inventory

1 7 levels ?

1 8

19

20

The  inve ntory le ve ls  include d in the  te s t ye a r a re  not ba s e d upon ta rge ts . Ra the r, TEP  is

propos ing a  13-month a ve ra ge  for the  te s t ye a r.2 TEP  did not provide  inve ntory le ve ls  by

pla nt, s imply a  dolla r a mount for coa l.

2 1

22 Q- What are the inventory levels assumed in the 2006 test year?

23

24

25

The  te s t ye a r coa l inve ntory is  $16,596,l67.85. As  s hown on Exhibit EVA-12, this  le ve l is

s lightly highe r tha n the  dolla rs  in inve ntory ba s e d upon ta rge t inve ntory le ve ls  a nd the  13-

month a ve ra ge  cos t.

A.

A.

A.

A.

A.

z There appears to be some internal confusion as to which inventory levels are included in the Test Year. In response
to EVA 10. 15, TEP provided numbers consistent with inventory levels at the end of December 2006.
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1 Q- Do you agree with TEP's approach?

2

3

4

5

6

The  pre fe rre d a pproa ch is  to base te s t ye a r coa l inve ntory on ta rge ts  be ca us e  this  is

presumably the  leve l the  Company has  decided is  appropria te  for s tra tegic reasons . More

importa ntly, this  is  the  le ve l to which the  Compa ny should be  he ld a ccounta ble . If le ve ls

other than the  ta rge ts  a re  used, the  Company has an argument tha t they only need to keep

inve ntorie s  a t those  le ve ls  a s  those  a re  the  le ve ls  a t which re cove ry is  a chie ve d. At the

ta rge t le ve ls , the  dolla rs  in inve ntory ba s e d upon a ve ra ge  13-month cos ts  would be

$15,254,050 or $l,342,118 less than the  Company has requested.

7

8

9

10 Q- How often does the Company conduct physical surveys of its stockpiles?

1 1

1 2

1 3

On an annua l basis , the  Company engages  a  third-party to measure  the  quantity of coa l a t

the  Sundt and Springe rville  s ta tions . The  phys ica l survey cons is ts  of a  volume tric survey

and a  density survey. Reports  de ta iling approach and findings  a re  provided to TEP.

1 4

Q- Are TEP's  coa l procurement polic ies  and procedures  well documented?1 5

1 6

1 7

No. There  is  no current coa l procurement policies  and procedures  manua l.

18

19

20

21

22

Natural Gas and Power

Q, Please characterize TEP's need for gas and purchased power.

23

24

25

26

A.

A.

A.

A. TEP  ge ne ra lly ne e ds  to purcha se  ga s  for powe r ge ne ra tion from April through Octobe r

a nd is  short pe a k powe r ge ne ra tion ca pa city from June  through S e pte mbe r. During the

winte r months , loa d ca n be  me t from coa l-ba se d ge ne ra tion, a ctua lly cre a ting a  ne e d to

se ll excess  power from October through March. These  genera litie s  a re  subject to planned

a nd unpla nne d ma inte na nce , a s  we ll a s  othe r unfore se e n e ve nts . S e lling a nd buying of

power in the  rea l-time , day-ahead, ba lance -of-the -month, or next-month marke ts  fa ll into

the  category that TEP calls  Short-Term sales and revenues.
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1 Q What is  the  value  and financia l impact of wholes a le  power purchas es  and s a les ?

For te s t ye a r 2006, powe r purcha se s  we re  $177.3 million a nd powe r sa le s  we re  $241.1

million cre a ting a  ne t pos itive  re ve nue  e ffe ct of $63.8 million. Of this , whole sa le  tra ding

purcha s e s  we re  $106.1 million a nd whole s a le  tra ding s a le s  we re  $104.4 million. All

re ma in ing  a ctivity wa s  re la te d  to  ra te pa ye r loa d  a nd  s ys te m optimiza tion  - powe r

purchases  of $73.0 million and power sa le s  of $135.0 million for a  ne t pos itive  revenue  of

$62.1 million

9 Q How does TEP hedge natural gas

Phys ica l ga s  is  purchased a t index. TEP  has  a  hedge  policy to reduce  ga s  price  vola tility

which cons is ts  of "non-discre tiona ry" or ma nda tory he dge s  us ing fina ncia l ins trume nts

TEP outlines a  hedge schedule  to reach [C O NF IDE NTIAL] of the  gas  volume forecast to

be  required for tha t given month. All non-discre tiona ry purchases  mus t be  comple ted two

months  prior to physica l flow and must be  executed "during the  week of the  20111 of each

month." This  is  whe n na tura l ga s  b id  we e k ge ne ra lly be gins  a nd  ma rke t liquid ity

increases. Also the  non-dis cre tiona ry s che dule  doe s  not re quire  purcha se s  during the

mo n th s  wh e n  h u rrica n e  a c tivity is  typ ica lly a t its  h ig h e s t le ve ls  in  th e  n o rth e rn

he misphe re . The  e ffe ct is  tha t TEP  s ta rts  to he dge  thre e  ye a rs  prior to its  phys ica l ne e d

and executes transactions during January through July and November through December

2 1 Q Is TEP's hedging policy documented?

Yes  in the  Fue ls  & Whole sa le  Power Hedging Policy ("Hedging Policy")

24 Q Was TEP's Wholesale department effective at achieving TEP's stated goals

Exhibits  EVA-13 a nd EVA-14 summa rize  the  re sults  of the  2006 he dging progra ms  for

price , the  numbe r a nd volume  of he dge  tra nsa ctions , a nd compa re s  the m to publishe d
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1

2

3

4

5

6

7

8

9

10

11

1 2

1 3

14

15

ma rke t price  indice s . For 2006, TEP 's  ave rage  na tura l gas  hedge  price  was  five  pe rcent

ove r ma rke t ba se d on the  a ve ra ge  da ily spot price  inde x. For powe r, TEP 's  he dge  price

was  2.5 pe rcent ove r the  ave rage  hourly price  index and 4.1 pe rcent ove r the  day-ahead

peak index price . All of the se  a re  acceptable  re sults  for a  hedge  program. TEP 's  hedging

s tra te gy, a s  dis cus s e d a bove , wa s  not fully imple me nte d until J a nua ry l, 2006. This

means  tha t the  audited 2006 hedge  re sults  a re  ba sed on multiple  policie s  from the  yea rs

2004, 2005, and 2006. In its  font a s  of Janua ry 1, 2006, TEP 's  hedging policy appea rs  to

be  e ffe ctive  a t a chie ving its  s ta te d goa l which is  to re duce  price  vola tility. TEP 's  he dge

policy is  e s se ntia lly a  s tra te gy of dolla r cos t a ve ra ging ove r a  long pe riod of time  a nd a

la rge  numbe r of tra nsa ctions  to re duce  e xposure  to price s  be ing de te rmine d in a ny one

time  fra me  or by a  fe w tra nsa ctions . For 2006, TEP  e xe cute d its  he dge s  ove r a  sma lle r

numbe r of tra nsa ctions  for a  numbe r of re a sons , including a ) its  inte rna l he dge  policie s

changed over time , b) management wa ived the  necess ity to hedge  a t va rious  times  due  to

forward marke t illiquidity, c) TEP had only two counte rpa rtie s  for financia l hedges , and d)

the  portfolio became over-hedged for certa in months as the  load forecasts  changed.

16

17

18

19

2 0

Q- Did TEP achieve its targeted natural gas volumes for 2006?

21

22

23

24

Exhibit EVA-15 compare s  the  na tura l volumes  hedged for 2006 to actua l burn and to the

preceding forecas ts  leading up to 2006 in place  on Janua ry 1s t of 2004, 2005, and 2006.

The  ne t re sult is  tha t compared to the  Janua ry l, 2006 forecas t, TEP cons is tently hedged

[CONFIDENTIAL] o f its  month ly na tu ra l ga s  e xpos ure . The  a udit re ve a le d a  fa ir

a mount of vola tility in the  fore ca s t cons umption le ve ls  for 2006 from ye a r-to-ye a r. The

result is  tha t TEP sometimes  became over-hedged. TEP 's  policy does  not a llow traders  to

se ll na tura l ga s  financia l hedges  a lready in place , so if TEP 's  forecas t declines  then TEP

ma y be  ove r-he dge d in  a ny month . For ins ta nce , April 2006 fore ca s te d burn wa s

[C O NF IDE NTIAL] la te r in 2005 when Luna  began its  tes t bum.25

26

A.
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1 Q. Does  TEP hedge  its  power purchas es  in a  s imilar manner?

2

3

4

5

6

7

8

9

1 0

TEP  use s  a  s imila r, but le s s  inte ns ive , me thod to me e t the  minimum 'non-discre tiona ry'

monthly power purchases  and sa les  requirements . The  Hedging Policy s ta tes  tha t the  non-

d is cre tiona ry he dge  [CONFIDENTIAL]. According to  TEP 's  P ortfolio  Ma na ge r, to

a pproxima te  the  typica l da y for e a ch month, the  e xpe cte d monthly pe a k is  ba se d on the

ave rage  load pe r hour from the  three  prior yea rs  - the  most recent yea r a t its  actua l va lue

with the  two prior ye a rs  a djus te d for loa d growth. For a  typica l da y of e a ch month of the

year, the  Portfolio Manager a lso eva lua tes  the  diffe rence  be tween expected peak load and

the  month's  his torica l hourly pe a k to de te rmine  if a dditiona l he dge s  of purcha se d powe r

should be proposed as a  discretionary hedge.

1 1

1 2

1 3

Q- Was the power hedge strategy effective at achieving TEP's stated goals?

1 4

1 5

The  purchased power s tra tegy is  a  le ss  intens ive  ve rs ion of dolla r cos t averaging used for

natura l gas because  there  are  a  smaller number of transactions (24 versus 57 transactions)

and a  shorte r time-frame  during which power hedges  a re  executed. Furthe r, the re  is  more

discre tion for how power hedges are  executed.16

17

18

19

20

21

Q. How does  TEP decide when to execute  dis cretionary power hedges ?

According to the  Hedging Policy, [C O NF IDE NTIAL].

Q- How are the risks associated with the hedging activity managed?

22

23

24

25

26

A.

A.

A.

A. The  Ris k Ma na ge me nt Committe e  (RMC) is  re s pons ible  for re vie wing a nd a pproving TEP

polic ie s  a nd ove rs e e ing the  ma na ge me nt of ris k. The  RMC a pprove s  the  a nnua l non-

dis c re tiona ry he dge  pla n for na tura l ga s  a nd purcha s e d powe r prior to  the  s ta rt of e a ch

ca le nda r ye a r. The  RMC a ls o a pprove s  a ll dis cre tiona ry he dge s , a s  propos e d, during the

ca le nda r ye a r.
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1

2

As of January 1, 2007, the  members  of the  RMC were  defined by title .

Chie f Fina ncia l Office r (Cha irma n of the  RMC)•

3

4

5

6

Controlle r

Ge ne ra l Couns e l

Chie f Ope ra ting Office r

Vice  P re s ide nt of Whole s a le  Ene rgy a nd UNS  Ga s

Vice  P re s ide nt of Fina nce  a nd Ra te s .

•

7

8

9

10

11

Additiona lly, the re  a re  "s ta ff" des igna ted to the  RMC, a lso de fined by title  a s :

TEP Risk Manager

TEP  Risk Controlle r•

12

13

14

15

Corpora te  Cre dit Dire ctor

Corpora te  Accounting Ma na ge r

Dire c tor of S upply S ide  P la nning

Othe rs  a s  needed.

16

17

18

19

20

21

22

Q- What type of internal and/or external audits are conducted for fuel and purchased

power?

23

24

A. Annua l ris k control re vie ws ,  a s  re quire d by S a rba ne s  Oxle y,  ha ve  occurre d s ince  2004.

Both Inte rna l Audit a nd the  e xte rna l a uditor,  P WC, re vie w ke y ris k control ite m s  for th is

area . E VA re v ie we d  the  re s u lts  o f a ud its  fo r 2004 ,  2005  a nd  2006  a nd  found  tha t the

prob le m s  ide n tifie d  we re  re s o lve d ,  o r a ddre s s e d  by s e n ior m a na ge m e nt whe n  de e m e d

ne ce s s a ry by the  a uditors . No ma na ge me nt a udits  of fue l a nd purcha s e d powe r ha ve  be e n

pe rforme d s ince  2003 .
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1 Benchmarking

3 Q- Did you perform any benchmarldng of TEP's performance

4 A

5

6

7

8

9

Ye s . I looke d a t the  pe rforma nce  of TEP 's  pla nts  with re spe ct to he a t ra te  a nd ca pa city

factor. Exhibits  EVA-16 and EVA-17 present 2006 annua l capacity factors  and hea t ra te s

for the  coa l pla nts  in the  WS CC. As  s hown, the  be s t pe rforme rs  a re  Na va jo a nd Four

Corners  with high capacity factors  and low hea t ra te s . The  poores t pe rformer in the  group

wa s  S und t which  is  a s  to  be  e xpe cte d  g ive n  its  s ize  a nd  h is to ry. S a n J ua n a nd

S pringe rville  fe ll in the  middle .

1 0

1 1 Q- Did you consider the impact of the forced outages on capacity factors?

1 2

1 3

1 4

Yes. I reviewed the forced outages on all the coal units, which are summarized on Exhibit

EVA-18. TEP's forced outage rate at Sundt is very low, while the Springerville outage

rates are more average when compared to the other units in which TEP has an ownership

share but does not operate.1 5

1 6

1 7 Q- Do you benchmark TEP's coal costs?

1 8

1 9

2 0

2 1

2 2

A.

A. Ye s . Exhibit EVA-19 pre se nts  coa l cos ts  pe r kilowa tt-hour for s e le cte d coa l-tire d pla nts

in the  southwe s t. Unfortuna te ly, the re  is  a  ve ry limite d lis t of "compa ra ble s " pa rticula rly

with  the  clos ure  of Moha ve  a nd the  fa ct tha t mos t of the  la rge  powe r p la nts  in  the

southwest a re  jointly owned. Neverthe less , the re  was  some range  in fue l cos ts  with Sundt

not surpris ingly be ing the  most expense  in 2006 and Navajo the  least.
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1 V VARIABLE  P RO  FO RMA FUE L ADJ US TME NTS

2 Q What a re  the  va riable  pro  forma  fue l adjus tments  TEP is  propos ing to  make?

3 A

10

According to  the  Dire c t Te s timony of Da vid G. Hutche ns , the  va ria ble  pro forma

adjustments  which affect fuel and purchased power costs  are

Cus tomer Annualiza tion

Weather Normaliza tion

Short-tenn Sales  Exclus ion

Unit Ava ila bility Nonna liza tion, a nd

Tri-State Purchases

This  tes timony addresses  the Short-Term Sales  Exclusion.

11

12 Q- What is the Short-Term Sales Exclusion?

13

14

15

16

17

18

19

20

21

Short-tenn s a le s  for re s a le  a re  identified a s  s a le s  tha t we re  gene ra ted from Company

system resources  other than long-term sales  for resale (e .g., multi-year s a les  to Sa lt River

P roje ct a nd the  Na va jo Triba l Utility Authority tha t will continue  we ll be yond the  te s t-

ye a r pe riod) a nd a re  a ccounte d for through TEP 's  juris dictiona l a lloca tion of cos ts

be twe e n the  Arizona  Corpora tion Commis s ion ("Commis s ion") a nd FERC. TEP  is

propos ing the  removal of both the  revenues  and the  cos ts  associa ted with these  sa les  so

tha t the  te s t ye a r provide s  a  more  a ccura te  ba s e  cos t of ge ne ra tion for TEP 's  re ta il

cus tomers . TEP is  propos ing the  inclus ion of short-tenn sales  in the  PPFAC subject to an

incentive adjus tment.

22

23

24

Q- How does the Company propose to calculate the value of Short-Term sales?

25

26

A.

A. TEP identified the  Short-Tenn power s a le s  for re s a le  tha t came  from TEP 's  gene ra tion

res ources  (othe r than long-te rm or multi-year s a les ) and then es timated the  as s ocia ted

gene ra tion fue l by us ing PROMOD s oftware . PROMOD es tima ted fue l us age  during a
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1

2

3

4

5

6

compute r s imula tion run tha t s imultaneous ly adjus ts  for the  combined e ffects  of a ll five  of

the  va riable  pro-forma  fue l adjus tment items lis ted above . To account for the  adjus tments ,

the  PROMOD software  re -dispa tches  sys tem genera tion resources  (and a lso re -es timates

othe r procurement and trading activitie s ) to find the  leas t cos t supply option. In 2007 TEP

tra ns itione d to ne w softwa re , Globa l Ene rgy's  Ente rP rise  3.0 P la nning a nd Risk module .

This  new software  may ca lcula te  adjus tments  diffe rently than PROMOD used for the  te s t

7 ye a r.

8

9

10

Q- Does EVA support the removal of the Short-Term activity from the test year?

11

12

13

EVA doe s  not be lie ve  the  re mova l of the  S hort-Te nn sa le s  a nd re ve nue s  from the  te s t ye a r

a re  ne ce ssa ry provide d the  P P FAC a ddre sse s  a nnua l va ria tions  in such sa le s . With re spe ct

to  the  ince ntive s  propos e d by the  Com pa ny, th is  is  d is cus s e d be low in  the  dis cus s ion of

the  P P FAC.

14

15 VI. FIXE D P RO FORMA FUE L ADJ US TME NTS

Q- What are the Fixed pro forma fuel adjustments TEP is proposing to make?16

17

18

19

20

21

According to the  Dire c t Te s tim ony of Da vid G Hutche ns , TEP  is  propos ing four fixe d pro

forma  fue l a djus tme nts . The y a re  re la te d to (1) S undt coa l cos ts , (2) S a n J ua n coa l cos ts ,

(3) Na va jo coa l cos ts , a nd (4) whole s a le  tra ding a ctivity.

Q- What adjustment is TEP proposing related to the Sundt coal costs?

22

23

24

TEP  is  propos ing tha t S undt coa l cos ts  be  incre a se d a bove  2006 te s t ye a r cos ts  be ca use  of

the  s ignifica nt incre a se  s ince  tha t time . S pe cifica lly, TEP  is  propos ing a n incre a se  to 2007

le ve ls .

25

A.

A.

A.
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1 Q- Do you think an increas e  to thes e  levels  is  appropria te?

2 I agree  that 2007 costs for Sundt are  more representative  of 2009 costs than 2006 costs.

3

4 Q~

5

Pleas e  expla in why 2007 cos ts  are  more  repres enta tive .

[C O NF IDE NTIAL],

6

7

8

9

At the  time  TEP  e nte re d into a coa l price s  had increased sha rply.

As  s hown on Exhibit EVA-20, the  price  TEP  pa id wa s  re a s ona bly cons is te nt with the

prompts  marke t a t the  time . S ince  tha t time , prompt prices  have  fa llen drama tica lly but by

the  end of January 2008 had increased aga in. As a  result, the  use  of 2007 costs  should be

reasonably consis tent with what TEP would be  expected to pay in 2009,

10

11 Q- Why is TEP proposing an adjustment related to the San Juan coal costs?

12 A. TEP indica ted tha t the  costs  of the  underground mine  are  forecast to increase  from the  test

13 ye a r.

14

15 Q- What is the adjustment being proposed by TEP?

16 TEP has proposed that the  miner's  forecast costs per ton in 2007 be used.

1 7

1 8 Q- Why were the 2007 forecast costs higher?

19

20

According to TEP , the  incre a s e  in cos ts  is  due  to poor roots  conditions  (a nd the  cos ts

re la ted there to), higher s tee l costs , costs  re la ted to the  new MINER Act, and two 1ongwall5

21 moves  in one year.

3 Prompt market are the prices at which coal could be purchased for delivery within 120 days.
4 In an underground coal mine, the condition of the roof affects the mineability of the coal. Poor roof conditions
require significant roof bolting and increase the likelihood of roof falls which delay production.
5 Longwall refers to the primary piece of equipment in the San Juan underground mine. A longwall consists of a
shearer, which is a blade that moves back and forth across the face of the coal, a pan line which collects the coal after
the shearer passes, and hydraulic supports which hold up the roof while the coal is being mined.

A.

A.

A.

A.
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1 Q Do you agree with TEP regarding the proposed adjustment?

2 A No. It is  not clea r tha t the  2007 forecas t numbers  will be  repre senta tive  of future  cos ts . In

fa ct, it would be  ve ry disa ppointing if tha t we re  the  ca se  pa rticula rly give n tha t the  fa irly

recent jus tifica tion for the  buyout of the  surface  mining agreements  assumed prices  of less

tha n [C O NF IDE NTIAL] pe r MMBtu from the  ne w unde rground mine . The  s pe cific

re a sons  provide d by TEP  do not support a n a rgume nt tha t 2009 cos ts  will be  s imila r to

2007 cos ts . For e xa mple , TEP  indica te d the  highe r 2007 cos ts  we re  due  to two longwa ll

move s  in 2007. TEP  indica te d the  longwa ll pa ne ls  should la s t a bout ll months , the re fore

two longwa ll move s  in a  s ingle  ye a r s hould only occur infre que ntly a nd ce rta inly not in

2009. Als o, MINER Act complia nce  cos ts  s hould not be  tha t s ignifica nt for a  ne w mine

23

of this  s ize  in this  loca tion. As a  new mine , the re  should be  no issues  re la ted to prior sea ls

(a s  the re  a re  no old works  be ing se a le d oft). Furthe r, give n this  loca tion, the  mine  would

a lre a dy ha ve  ha d its  own mine  re s cue  te a ms . Anothe r re a s on for highe r cos ts  in 2007

would be  the  e xpa nde d re quire me nts  for s e lf re s cue rs . EVA ha s  found in a  numbe r of

ins tances  tha t the se  cos ts  were  expensed ra the r tha rl capita lized. As  a  re sult, the  yea r in

which the y a re  e xpe nse d ha s  a typica lly highe r cos ts . Ultima te ly, for a  mine  of this  s ize

MINER Act complia nce  cos ts  s hould be  le s s  tha n $0.50 pe r ton on a n on-going ba s is

Third, the  poor roof conditions  ma y not be  pe rma ne nt. As  s hown in Exhibit EVA-21

la b o r p ro d u c tivity a t th is  min e  d u rin g  its  firs t th re e  ye a rs  o f fu ll o p e ra tio n  wa s

cons ide ra bly highe r (be tte r) tha n productivity in 2006 or ye a r-to-da te  2007. The  da ta

sugge s t conditions  ma y not be  the  sa me  in a ll pa rts  of the  mine . Fina lly, the  work force

for this  mine  wa s  la rge ly ine xpe rie nce d unde rground mine rs . As  the  work force  a t this

mine  ga ins  experience , productivity should improve .

24

25

26
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1 Q~ Why is TEP proposing an adjustment related to Navajo coal costs?

2

3

4

The  Na va jo pla nt is  s upplie d unde r a  long-te rm coa l contra ct with P e a body from the

Ka ye nta  mine . TEP  indica te d it be lie ve s  the  cos t of coa l from the  Ka ye nta  mine  is

forecasted to increase  from the  test year.

5

6 Q- What adjustment is TEP proposing?

7

8

9

10

11

TEP is  proposing tha t the  adjustment be  based upon the  diffe rence  be tween the  Opera ting

Agent's  (i.e ., Sa lt Rive r P roject) forecas t of cos ts  in 2007 ve rsus  te s t yea r numbers . TEP

cite s  the  Five  Ye a r P rice  Re vie w unde r the  contra ct which provide s  for the  re -ba s ing of

se ve ra l fa ctors  ba se d upon a ctua l cos ts . The  fa ctors  e s ta blishe d unde r this  price  re vie w

would apply to contract prices  over the  2007 to 2011 period.

12

13 Q - Do you agree with the adjustment and the methodology for the adjustment?

14

15

Yes , I agree  tha t ba sed upon the  be s t ava ilable  informa tion the  Nava jo coa l price  will be

materia lly higher in 2009 than 2006 because  of the  price  review.

Q- What are the wholesale trading adjustments proposed by the Company?

16

17

18

19

2 0

The  Compa ny is  s e e king to e xclude  the  re ve nue  a nd purcha se d powe r e xpe nse  a s socia te d

with Whole s a le  Tra ding which the  Com pa ny de fine s  a s  s a le s  tha t do not us e  TEP  s ys te m

resources to generate.

2 1

22 Q~ Please detail the fuel-related adjustments that are linked to the TEP wholesale

23

24

25

26

A.

A.

A.

A.

A.

d e p a rtm e n t 's  a c t ivity?

For te s t ye a r 2006, pe r S che dule  C-2, the  Cos t of S e rvice  Me thodology ha s  a  va ria ble  fue l

a djus tme nt unde r the  S hort Te rm S a le s  Exclus ion with re ve nue s  of $77.7 million a nd cos ts

O f $ 5 2 . 4  m illio n  (n e t  p ro fit  o f $ 2 5 . 3  m illio n ) . Th e  c o s t  s id e  in c lu d e s  b o th  p o we r
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4

5

6

purchases and natura l gas purchases according to TEP testimony, while  the  revenue side  is

powe r s a le s  only. The  a ctivitie s  unde r the  S hort Te rm S a le s  Exclus ion a re  de s ira ble

because  they a llow for optimiza tion of the  TEP  gene ra tion sys tem and lower the  va riable

cos t of ge ne ra tion. A fixe d fue l a djus tme nt is  a ls o ta ke n due  to Whole s a le  Tra ding

a ctivity with powe r sa le s  of $106 million a nd powe r purcha se s  of $104 million producing

a  ne t profit of a lmos t $2 million. In Sche dule  C-2, de ma nd cha rge s  re la te d to purcha se d

powe r tota l $30.6 million on a n a djus te d ba s is  (sum of $13.7 million from te s t ye a r 2006

plus  $16.9 million to put Luna  into ra te  base ).

7

8

9

1 0 Q- Is  the  fixed Wholes a le  Trading Exc lus ion appropria te?

11

1 2

1 3

Not in  the  wa y it is  cu rre n tly p ropos e d . It is  cus toma ry fo r the  be ne fit o r lo s s  o f

Whole sa le  Tra ding to a ccrue  to the  sha re holde rs  whe n the y a re  ta king the  risk of a  ne t

profit or ne t los s , a lthough its  re mova l incre a se s  the  ba se  cos t of ge ne ra tion. Howe ve r,

Wholesa le  Trading is  be ing performed by personnel whose  costs  a re  be ing borne  by TEP's

regula ted opera tions . Consequently, a llowing sha reholde rs  to re ta in a ll benefits  from such

ope ra tions , whe n the  cos t of the  pe rs onne l is  be ing borne  by re ta il ra te pa ye rs  is  not

e quita ble . EVA re comme nds  until Whole s a le  Tra ding is  pe rfonne d by a  s e pa ra te  le ga l

e ntity with its  own s ta ffing tha t 10 pe rce nt of a ny pos itive  ma rgin s hould be  cre dite d

aga ins t re ta il expenses . The  spe cific re comme nde d a djus tme nts  a re  dis cus se d in the

te s timony of Ra lph C. Smith of La rkin & Associa te s .

1 4

1 5

1 6

1 7

1 8

1 9

2 0

2 1

A.
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1 VII. IMP LE ME NTATIO N CO S TS  RE G ULATO RY AS S E T RE CO VE RY

2 Q What is Implementation Costs Regulatory Asset (ICRA) Recovery

3 A

7

8

9

10

TEP  is  re que s ting re cove ry of ce rta in cos ts , which it re fe rs  to a s  Imple me nta tion Cos ts

Re gula tory As s e ts , it a s s e rts  it incurre d  a s  a  re s u lt o f d ire ctive s  from the  Arizona

Corpora tion Commission. TEP includes  in these  costs  ce rta in payments  it made  to buy-out

two coal contracts  tha t "had the  Company not been under a  ra te  freeze  and expecting to go

to a  ma rke t-ba se d ra te  for ge ne ra tion (it) would ha ve  s ought re gula tory re cove ry of

the se  cos ts  a t the  time  the  unde rlying a gre e me nts  we re  ne gotia te d." TEP  is  a sking for

recovery because  "cus tomers  bene fit from these  buyouts  through the  rece ipt of lower fue l

cos ts  in the ir monthly e le ctric bill."6

11

1 2 Q- Did you review the buyouts of these coal contracts?

1 3

1 4

Ye s . TEP  is  propos ing tha t the  $11.3 million buyout of the  S undt coa l contra ct a nd the

$15.4 million buyout of the  San Juan contracts  be  recovered ove r a  four-yea r pe riod from

ra tepayers  beginning in 2009.1 5

1 6

1 7

1 8

1 9

Q. Please describe the Sundt Coal Contract buyout.

20

2 1

22

23

24

25

In  Augus t 2002 , TEP  a nd  The  P itts burg  & Midwa y Coa l Min ing  Compa ny ("P &M")

ente red into a  Coa l Supply Agreement Buyout Agreement in which P&M agrees  to accept

a s  pa yme nt in full $11.3 million for re le a s ing TEP  from a n a nnua l minimum purcha s e

re quire me nt of 250,000 tons  through 2015. The  pa yme nt include s  a  re le a s e  of TEP 's

obliga tion to make  any payments  for coa l not taken in 2002 which the  partie s  es timated to

be  worth $3.5 million. The  pre a mble  la ngua ge  s ta te s  tha t "TEP  ha s  de te rmine d tha t it to

be  to its  economic advantage  to pay for ra the r than to take  coa l and anticipa tes  such may

be  the  case  in the  future ."

A.

A.

6 Testimony, Karen Kiss inger, Page 6.
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1 Q~ Wha t is  TEP 's  p ropos a l in  the  ICRA?

2

3

4

5

TEP is  proposing that it recover the full $11.3 million from customers over a  four-year

amortization period beginning in 2009. As noted above, TEP's argument is that it would

have sought regulatory recovery for these costs in 2002 had it been eligible to do so. TEP

has a lso argued that the  buyout was to the  benefit of TEP's  customers through 2015,

therefore they should fund it.6

7

8 Q- Please describe the contract with P&M?

9

10

11

12

13

14

The  contra ct with  P &M da te s  ba ck to  J une  1981 . Unde r the  orig ina l coa l s upply

a gre e me nt, TEP  wa s  contra cting with P &M for a  s e ve n-ye a r, four-month pe riod for the

supply of a ll four Irvington units . TEP  ha d inte nde d to conve rt a ll four units  a t Irvington

to  coa l. The  contra ct d id  not cons ide r tha t the  pote ntia l for a  modifica tion  to  the

conve rs ion pla n. Ultima te ly, on ly Unit #4  wa s  conve rte d  which  e xpos e d  TEP  to  a

subs ta ntia l ove r-supply. P rior to the  2002 buyout, the  a gre e me nt wa s  forma lly a me nde d

[C O NF IDE NTIAL].

Q- Did  P&M s h ip  c oa l up  un til the  buyout?

15

16

17

18

19

2 0

2 1

22

No. As  s hown in  Exhibit EVA-22, only a  mode s t a mount of P &M coa l wa s  s hippe d

during the  pe riod 1998 through 2002. Mos t of the  coa l de live re d to S undt during this

pe riod origina te d from the  Foide l Cre e k Mine s  a t a  price  subs ta ntia lly be low tha t of the

McKinle y contra ct coa l. If the  s hortfa ll wa s  va lue d a t [CONFIDENTIAL].

23

24

Q. What was the cost of coal to Sundt after the buyout?

25

As shown on Exhibit EVA-23, through 2006 TEP was able to secure coal for Sundt at

very low prices through 2006.

A.

A.

A.

A.

7 The Foidel Creek mine has had several owners.
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1 Q If TEP and P&M had not negotiated a buyout agreement, would TEP have

purchased coal from P&M under the agreement during the period 2003 through

4 A

6

7

8

2006?

While there may have been non-economic reasons for such purchases, based upon TEP's

performance in the years 1998 through 2002 and the prices TEP paid for coal in 2003

through 2006, it is unlikely TEP would have purchased any contract coal from P&M

during this period. Note that the actual purchases of McKinley coal in 2004 and 2006

were on a spot basis.

9

10 Q-

11

If the buyout had not occurred and no contract coal would have been purchased,

what would the payments to P&M have been?

12

13

Assuming an annual payment of $3.5 million, the payments over the period 2002 through

2006 would have been $17.5 million.

14

Q- Given a buyout cost of $11.3 million and avoided costs of $17.5 million, did TEP

incur lower or higher costs during the 2002 through 2006 as a result of the buyout?

TEP incurred lower costs during the 2002 through 2006 period.

15

16

17

18

19

20

Q- What is the contemporaneous evidence as to why TEP did the buyout?

21

22

23

24

25

26

A.

A.

A.

TEP's description of the buy-out in its 2002 10-K is as follows:

In July 2002, TEP terminated the long-term coal supply contract for the

Irvington station. TEP incurred a pre-tax charge of $11.3 million related to

the cost of terminating this contract. The termination fee relieves TEP of

up to $3.5 million in annual pre-tax take-or-pay payments. TEP is currently

purchasing coal for Irvington under short-term contracts to take advantage of

favorable price opportunities. At this time, there is no concern for future
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coa l a va ila bility for the  life  of this  s ta tion

3 Q Do  yo u  s u p p o r t  TEP ' s  p ro p o s a l to  r e c o ve r  th e  $11 .3  m illio n  fo r  th is  b u yo u t

beginning in 2009?

5 A No

Q Please summarize your reasons7

8 A

10

11

12

13

14

The  initia l contra ct with P&M wa s  ina de qua te  be ca use  it did not conte mpla te  the

pote ntia l tha t the  e ntire  s ta tion would not be  conve rte d to coa l. The  prima ry re a son the

contract continued pas t 2000 was  this  fundamenta l flaw in its  initia l cons truction.

TEP's  contemporaneous reasons for the  buyout were  the  immediate  cost savings.

3. An a na lys is  of fue l cos ts  in the  2002 through 2006 pe riod de mons tra te s  tha t with

the  buyout TEP  had lower cos ts  than without it. In othe r words , the re  would have  been a

downward cost adjustment if TEP had applied for regula tory trea tment in 2002 .

Q- Did you also review the request to recover TEP's share of the buyout costs of the San

Juan contract?

15

16

17

18

19

2 0

Ye s .

Q- Please review the circumstances of this buyout.

21

22

23

24

25

26

A.

A.

2.

The Coal Sa les  Agreement be tween San Juan Coal Company ("S.lCC") and Public Service

Compa ny of Ne w Me xico ("P NM") a nd TEP , da te d Augus t 18, 1980, provide d for the

s upply of coa l to the  four-unit S a n J ua n powe r pla nt from the  a dja ce nt re s e rve s . The

original te rm of the  agreement was for 37 years unless extended by mutual agreement. The

a gre e me nt provide d for good fa ith ne gotia tions  on a n e xte ns ion if notice  wa s  give n to

S JCC by De ce mbe r 31, 2015. The  a gre e me nt pre sume d coa l re cove ry via  a re a  mining
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1

2

3

4

5

6

7

8

methods, i.e ., surface  mining. The  agreement was amended 11 times by the  parties  before

it was  te rmina ted and replaced with a  new agreement in 2001. TEP  indica ted the  rea son

for the  buyout was  tha t the  s tripping ra tios  were  increas ing and the  pa rtie s  agreed tha t in

the  long-run a n unde rground coa l mine  utilizing longwa ll mining te chnique s  would be  a

more  e conomic me a ns  of re cove ring the  coa l. This  pos ition is  cons is te nt with the  pre s s

re le a s e  is s ue d by The  Broke n Hill P roprie ta ry Compa ny Limite d ("BHP ") which s ta te d

"T7'ze  unde rground de ve lopme nt will a s sure  ire  via bility of the  S a n Jua n coa l a s se ts  by

s ignificantly reducing the  cos t of coa l supplied to our cus tomer, the  San Juan Gene ra ting

Station. "9

1 0

1 1 Q_ What were the costs of the buyout?

1 2 A.

1 3

1 4

1 5

1 6

1 7

Th e  b u yo u t o f th e  C o a l S a le s  Ag re e m e n t p ro vid e d  fo r a  p a ym e n t to  S J C C  o f

[CONFIDENTIAL] a djus te d by the  infla tion inde x a s  of De ce mbe r 31, 2002. The re  wa s

a  s e cond buyout a gre e me nt a s  pa rt of this  tra nsa ction. The re  wa s  a  [CONFIDENTIAL]

million pa yme nt (a ls o a djus te d by the  infla tion inde x a s  of 12/31/02) to the  S a n J ua n

Tra ns porta tion Compa ny ("S J TC"). TEP  indica te d tha t the  tota l buyout pa yme nt wa s

$77.8 million in December 2002 of which its  19.8 pe rcent sha re  was  $15.4 million.

Q- What regula tory trea tment is  TEP propos ing?

1 8

1 9

2 0

2 1

2 2

TEP is  proposing to amortize  this  payment over four years  beginning in 2009 a t the  ra te  of

$3.5 million.

23

24

Q- What is the term of the new underground mine agreement?

25

26

A.

A.

The  new agreement runs  through 2017, the  same  expira tion of the  origina l agreement, a s

amended.
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1 Q Do you agree with TEP's proposal?

No. The  payment was  made  in December 2002. The  unde rground mine  s ta rted ope ra ting

much ea rlie r a lthough 2002 was  the  firs t yea r in which underground mining tons  exceeded

the  million  ton  le ve l. It a ppe a rs  tha t TEP  be ga n to  e xpe rie nce  the  be ne fits  of the

unde rground mine  once  the  de cis ion to go unde rground wa s  ma de  a s  shown in Exhibit

EVA-24

8 Q What do you recommend?

The buyout cost should be  spread over the  full ba lance  of the  te rm of the  agreement which

wa s  15 ye a rs , s ix ye a rs  of which occurre d be fore  2009. The  re cove ra ble  cos t pe r ye a r

should be  $1 .027 million per year

1 3 VIII.  P URCHAS E D P O WE R AND FUE L ADJ US TME NT CLAUS E  (" P P FAC" )

1 4 Q How is the Company proposing to recover its fuel and purchased power costs?

The  Compa ny is  propos ing a  purcha s e d powe r a nd fue l a djus tme nt cla us e  a s  the

ins trume nt to re cove r the se  cos ts  be ca use  of the  re ce nt vola tility in fue l a nd purcha se d

power costs

1 9 Q Do you s upport the  implementa tion of a  PPFAC?

Ye s , a s s uming a n a ppropria te  de s ign. The  s ta nda rd thre e  crite ria  s upporting the

implementa tion of this  type  of mechanism are  (1) costs  a re  la rge , (2) costs  a re  vola tile , and

(3) cos ts  a re  outs ide  the  control of the  utility. Ce rta inly, a ll three  a re  true  for TEP
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1 Q What is  the  des ign propos ed by TEP?

TEP is  proposing to se t the  base  cost of fuel and purchased power based upon a  forecast of

2009 cos ts . A pre limina ry fore ca s t wa s  provide d by TEP , howe ve r TEP  indica te d its

inte nt wa s  to upda te  this  fore ca s t during the  curre nt proce e ding us ing the  mos t curre nt

informa tion a va ila ble . In 2009, the  P P FAC would be  s e t a t ze ro. TEP  ha s  propos e d a

mechanism for se tting the  PPFAC for 2010 and beyond

8 Q Do you agree with TEP's proposal that the PPFAC be set to zero for 2009?

No I a gre e  with Ra lph C. S mith of La rkin & Associa te s  a nd S ta ff tha t the  P P FAC should

become e ffective  January I, 2009

1 2 Q What is  the  e ffec t of this  change  on your prior tes timony

The  2006 te s t ye a r fue l cos ts  would not ne e d to be  upda te d for 2009 a s  the  diffe re nce s

would be  accommodated through the  PPFAC

1 6 Q If the Commission does not support this recommendation, do you agree with TEP's

proposal for updating its base cost of fuel and purchased power

I agree  tha t the  best number for coa l-re la ted costs  will be  the  one  established closest to the

ye a r for which it a pplie s . Howe ve r, I a m conce rne d tha t by upda ting the  2009 numbe r

during this  proce e ding, it might not re ce ive  the  prope r re vie w. The re fore , I re comme nd

that upon the  update  of this  coal number, it be  reviewed before  it is  accepted

23 Q Do you have any specific recommendations regarding how TEP forecast's natural

gas and purchased power costs?

Ye s . recommend tha t the  forward price  curves  for power and na tura l gas  be  based upon

the  ave rage  of a t leas t three , and no more  than five , una ffilia ted independent pa rtie s  tha t
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1

2

3

4

a re  ene rgy swap dea le rs , or ene rgy broke rs . TEP  should provide  clea r documenta tion of

the  sources  of and va lues  in the  forward price  curve . This  practice  will he lp ensure  tha t the

forwa rd price  curve  us e d in s e tting the  ba s e  cos t of fue l a nd powe r is  a n inde pe nde nt

representa tion of the  forward marke t va lue  on a  particula r da te .

5

6 Q- Do you have any other comments regarding fuel and purchased power costs in the

PPFAC?7

8

9

10

11

Ye s . It mus t be  cle a r to TEP  tha t it is  only e ntitle d to recover prudently incurred costs  and

tha t fue l and purchased power cos ts  will be  subject to pe riodic reviews  for prudence . The

firs t review should be  e ithe r the  upda te  of the  2009 fue l and purchased power numbers  or

the  2009 PPFAC if the  Commission e lects  to s ta rt the  PPFAC January l, 2009.

12

13

14

15

16

17

18

19

2 0

As  note d e ls e whe re  in  th is  te s timony, I do  not be lie ve  tha t TEP  curre ntly provide s

a de qua te  docume nta tion of its  fue l a nd purcha se d powe r e xpe nse . P rio r to  the  firs t

P P FAC re vie w, TEP  ne e ds  to ma te ria lly improve  its  docume nta tion s uch tha t the re  is

comple te  tra nspa re ncy with re spe ct to a ll fue l a nd purcha se d powe r e xpe nse s , i.e ., the

jus tifica tions  for a ny ne w or a me nde d purcha s e  a gre e me nts , how price s  unde r a ll

a gre e me nts  we re  ca lcula te d, coa l a nd ra il contra ct pe rforma nce  during the  a pplica ble

p e rio d ,  h e d g in g  a c tivitie s ,  a n d  co mp lia n ce  with  h e d g in g  p ro to co ls . Proposed

documenta tion provis ions should be  submitted to and approved by the  Commission Staff.

21

22 Q- How are the revenues from "short-term sales" treated?

23

24

25

TEP has proposed tha t 90 percent of short-te rm sa les  revenues be  credited to the  PPFAC.

TEP a rgue s  tha t by a llowing TEP  to ke e p a  portion of the  short-te rm sa le s  re ve nue  TEP

will be  adequate ly incepted to optimize  its  excess resources in the  wholesa le  market.

26

A.

A.
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1 Q- Do  yo u  a g re e  with  TEP 's  p ro p o s a l?

2

3

4

No. TEP  is  propos ing tha t 90 pe rce nt of the  re ve nue s  be  c re dite d ,  not 90 pe rce nt of the

ma rgin. The  e ffe ct of a lloca ting 100 pe rce nt of the  cos ts  a nd 90 pe rce nt of the  re ve nue s  is

to incre a se  the  cos t of ge ne ra tion to ra te pa ye rs .

5

6 Q- Do you believe that TEP is due some incentive?

7

8

9

Not ne ce s s a rily.  As  note d in  the  te s tim ony of Ra lph C. S m ith  of La rkin  & As s oc ia te s ,  a n

inc e n tive  ba s e d  upon  TE P 's  m a rg in  wa s  c ons ide re d  bu t re je c te d  in  pa rt due  to  TE P 's

a s s e rtions  of how difficult it would to de te rmine  ma rgin.

10

11 Q-

12

The Company is proposing that the cost of credit be recoverable in the PPFAC. Do

you support the inclusion of these costs?

13

14

15

16

17

The  cos t of cre dit support is  a  re a l cos t tha t the  utility incurs  to purcha se  powe r a nd na tura l

ga s  a nd TEP  s hould be  a llowe d to re cove r it in s ome  wa y. The  P P FAC is  proba bly not the

be s t wa y to  a ccount for the  cos t of c re dit howe ve r.  It is  a ls o  im porta nt to  be  ce rta in  tha t

the  cos t o f c re d it re la te d  to  Whole s a le  Tra d ing  is  no t wra ppe d  in to  the  u tility's  cos t o f

Be c a u s e  W h o le s a le  Tra d in g  is  in s id e  Tu c s o n  E le c tric  P o we r a n d  b e c a u s ecre dit.

18

19

20

2 1

22

23

UniS ource  Ene rgy Corpora tion s e rve s  a s  the  conduit for m a na ging a ll c re dit e xpos ure  a t

the  m a s te r gua ra nte e  le ve l,  UNS  Ene rgy s hould  be  re quire d  to  de m ons tra te  tha t it ha s

c le a rly a lloca te d  the  cos t o f c re d it be twe e n  u tility procure m e nt a nd  Whole s a le  Tra ding

a c tiv itie s ,  a s  we ll a s  be twe e n  its  o the r u tilit ie s  a nd  a ny o the r non -ACC ju ris d ic tiona l

a ctivitie s . Be c a u s e  TE P 's  ra te p a ye rs  d o  n o t c u rre n tly s h a re  in  th e  p ro fits / lo s s e s  o f

Whole sa le  Tra ding, ra te pa ye rs  should not be a r the  cos ts  re la te d to Whole sa le  Tra ding.

24

A.

A.

A.
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1 IX. O P E RATING  INCO ME  ADJ US TME NTS

2 Q-

3

What operating income adjustments are being proposed by the Company that are

related to fuel expense?

4 TEP is  propos ing a  Renewable  Resource s  adjus tment which includes  the  remova l of the

ga ins  from the  sa le  of emiss ion a llowances . (Direct Tes timony of Da llas  Dukes)5

6

7

8

9

10

11

Q. What were TEP's gains from the sale of S02 emission allowances?

12

13

14

TEP has had significant pre-tax gains from the sale of excess allowances. According to its

2006 10-K, TEP has excess emission allowances which it attributes primarily to the

scrubber upgrades on Springerville #1 and #2. TEP indicated that it sells a portion of its

excess and indicated that sales made in 2005 and 2006 yielded a total of about $28 million

of pre-tax gains. TEP indicated that the allowances allocated by the Environmental

Protection Agency have no book value for accounting purposes and may be sold if they

are not needed for operations. TEP records the sales of excess allowances as a reduction

of Other Operations and Maintenance expense on its Income Statement. TEP also notes

that it expects to sell an additional 20,000 emission allowances through 2009 and that TEP

may have to purchase allowances for fUture compliance in years 2011 and beyond due to

potential changes in legislation.

15

1 6

17

18

19

2 0

21

Q- What are  S02 emis s ion a llowances ?

22

23

24

25

26

A.

A.

A. Title  W of the  1990 Ame ndme nts  to the  Cle a n Air Act a ls o known a s  the  Fe de ra l Acid

Ra in Control P rogram was  des igned to reduce  emiss ions  of S02 and nitrous  oxide  (NOt),

the  two pollutants  identified with acid ra in. Unde r Title  IV, gene ra tors  we re  labe led e ithe r

Phase  I or Phase  II plants . Phase  I plants  were  of a  ce rta in s ize  and had an S02 emiss ion

ra te  of 2.5 pounds  pe r MMBtu or gre a te r during the  ba se line  pe riod of 1985 to 1987. All

units  were  a ffected by Phase  II.
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1

2

3

Unde r e a ch pha s e , utilitie s  we re  a lloca te d e mis s ion a llowa nce s  ba s e d upon formula

conta ine d in the  le gis la tion. Ea ch a llowa nce  is  the  right to e mit one  ton of S ON. At ye a r

end, each utility must forfe it one  a llowance  pe r ton of emiss ions  genera ted throughout the

4 yea r. This  legis la tion introduced the  firs t cap and trade  approach to clean a ir control. The

5

6

7

inte nt of a  ca p a nd tra de  progra m is  to minimize  complia nce  cos ts  while  a chie ving the

de s ire d le ve l of e mis s ions . The  a bility to purcha s e  or s e ll e mis s ion a llowa nce s  wa s

designed to encourage  the  most e fficient reductions.

8

9

1 0

1 1

1 2

1 3

A portion of e mis s ion a llowa nce s  a re  withhe ld from e a ch utility for the  Environme nta l

P rote ction Age ncy (EPA) to se ll a t a uction e ve ry Ma rch a lthough the  utilitie s  re ce ive  the

proce e ds  from the  sa le  of the ir a llowa nce s . The  prima ry purpose  of the  withholding wa s

to he lp support trading which the  legis la tors  fe lt was  essentia l for minimizing cos ts . Phase

went into e ffect January l, 1995, Phase  II went into e ffect January 1, 2000.

1 4

1 5 Q- Has an active trading market of S02 emission allowances developed?

1 6 Yes. There  is  an active  trading marke t, both physica l and financia l.

1 7

1 8 Q. Is it common for utilities to sell S02 emission allowances?

1 9 It is  common for utilitie s  to both buy a nd se ll e miss ion a llowa nce s  de pe nding upon the ir

20 particula r circumstances .

2 1

22 Q- Who does the S02 emission allowances belong to?

23 The  S O; e miss ion a llowa nce s  a lloca te d by the  EP A we re  provide d a t no cos t to utilitie s

24 based upon the ir gene ra tion during the  1985 to 1987 base line  pe riod and coa l types . It is

25 my e xpe rie nce  tha t the  SO; e miss ion a llowa nce s  a re  commonly be lie ve d to be  a sse ts  of

26

A.

A.

A.

the  pa rty be a ring re spons ibility for the  cos ts  incurre d to own the  ge ne ra ting a s se t. In a
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1

2

deregulated setting, for example, the emission allowances would be the property of the

shareholders. In a regulated setting, the emission allowances are the property of the

3 ra te pa ye rs .

4

5 Q- Does TEP propose that the PPFAC include gains from the future sale of S02 emission

allowances?6

7

8

No.

9

10

Q~ With the gains on the sale of S02 emission allowances deducted from the test year

and excluded from the PPFAC, what is TEP proposing to do with the S02 emission

11 allowance proceeds?

12

13

14

TEP is  propos ing to keep those  bene fits  for its  sha reholde rs . Mr. DeConcini s ta te s  in his

tes timony tha t these  "revenue  ga ins a re  re la ted to the  risk the  sha reholde r incurred in the

de cis ion to build Unit 3, a nd the re fore  a re  not s ha re d with the  cus tome r." (e mpha s is

a dde d) In othe r words , Mr. De Concini is  re pre se nting (1) tha t the  e xce ss  S ON e miss ion

a llowa nce s  we re  a  re s ult of the  s crubbe r upgra de s  on S pringe rville  #1 a nd #2 a nd (2)

ra tepayers  a re  not entitled to them because  the  ra tepayers  did not bear the  risk associa ted

with the  de ve lopme nt of Unit 3 which wa s  the  s ource  of the  mone y for the  s crubbe r

upgrades.

15

16

17

18

19

20

21 Q. Does the Company have a point?

22

23

24

25

26

A.

A.

A. No . Firs t,  Mr. De Concin i is  mis re pre s e n ting  the  s ource  o f the  e xce s s  e mis s ion

a llowa nce s . According to Mr. De Concini's  own te s timony, s crubbe rs  we re  built on the

Navajo units , on the  San Juan units , and on Four Corners . (Pages 25-26, Direct Testimony

of Mr. De Concini) The  cos ts  for a ll of the se  scrubbe r inve s tme nts  a re  include d in TEP 's

2006 te s t ye a r ba s e  ra te s . Exhibit EVA-25 is  a  s umma ry of the  da ta  provide d by TEP
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1 which s hows  tha t the  e xce s s  e m is s ion a llowa nce s  we re  re a lize d from  the s e  s crubbe r

2

3

4

inve s tm e nts  a s  we ll a s  the  one s  on S pringe rville . In  fa c t, S p ringe rville  a ccounts  for

[C O NF IDE NTIAL] of the  e xce s s  e m is s ion a llowa nce s . The  ra te pa ye rs  a re  pa ying

directly (i.e ., through ra te  bas e ) for the  s crubber inves tments  a t the  jointly-owned plants .

5

6

7

8

9

10

11

12

13

S e c o n d ,  Mr.  De Co n c in i s ta te s  in  h is  te s timo n y th a t "(t)h e  d e ve lo p me n t o f th e

S pringe wille  Expa ns ion  P ro je ct wa s  a ccomplis he d  through the  UniS ource  Ene rgy

De ve lopme nt Compa ny ("UED"), a  s ubs idia ry of UniS ource  Ene rgy. The  de ve lopme nt

pe riod la s te d a pproxima te ly thre e  ye a rs  a nd UED ma de  e xpe nditure s  of a pproxima te ly

$30 million." Mr. De Concini ne gle cts  to me ntion tha t upon the  fina ncing of Unit 3 Tri-

S ta te  re imbursed UED for its  deve lopment cos ts  of Unit 3 and tha t UED rece ived an $1 l

million de ve lopme nt fe e  from Tri-S ta te . The  development fee  presumably compensa ted

UED for the  risk it a ssumed in deve loping Unit 3.8

14

15

16

17

18

19

20

21

Third , th is  pos ition  is  incons is te n t with  o the r re p re s e n ta tions  in  Mr. De Concin i's

te s timony a bout the  be ne fits  of S pringe rville  Unit 3 to TEP 's  cus tome rs . Mr. De Concini

s ta te s  "(t)he  upgra de s  to Units  l a nd 2 include d both the  a ddition of pollution control

equipment and common facilitie s  improvements . The  environmenta l upgrades  on Units  l

a nd 2 a llowe d S O; a nd NOt e mis s ions  to be  re duce d by a pproxima te ly 75% a nd 50%

respective ly." It is  not clea r how the  cus tomers  a re  benefiting from the  scrubbers  if TEP is

propos ing to re ta in the  proce e ds  from the  s a le  of the  e xce s s  a llowa nce s  which is  the

benefit of the  scrubbers .22

8 It is not mown whether UED also received fees from Salt River Project in connection with Unit 4.
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1 Q What was the contemporaneous evidence regarding who would benefit from the

environmental upgrades on Springerville 1 and 2?

3 A In the  Unisource  Ene rgy 2004 10-K filing, it s ta te s  tha t "TEP  e xpe cts  to re ce ive  a nnua l

pre -tax bene fits  of approxima te ly $15 million in the  form of cos t savings , renta l payments

tra ns mis s ion re ve nue s , a nd othe r fe e s . TEP  will a ls o be ne fit from upgra de d e mis s ions

controls  for Units  l a nd 2, tota ling a pproxima te ly $90 million, which will be  pa id for by

the  Unit 3 proje ct." In othe r words , the re  is  no re s e rva tion of the s e  be ne fits  for UED or

a ny othe r in-re gula te d a ffilia te , such a s  Mille nnium

10 Q Are there any other inconsistencies in the Company's testimony

11 A Ma ybe . TEP  is  propos ing ca rbon ta xe s  be  include d in the  P P FAC. It is  not c le a r whe the r

this  is  a n incons is te ncy or not a s  the re  a re  no fe de ra l or s ta te  ca rbon ta xe s to  whic h  the

Compa ny is  s ubje c t a t th is  point. P re s uma bly wha t TEP  wa nts  is  a utoma tic  re cove ry of

the s e  cos ts . Give n ca rbon e mis s ions . like  S O; e mis s ions , a re  tie d to s pe cific  fue ls , the re

a ppe a rs  to be  s ome  incons is te ncy in this  re que s t.

16

17 Q- Are you saying you are against recovery of carbon taxes in the PPFAC?

18

19

20

No. I a m s a ying it is  pre ma ture  to ma ke  a n upfront de te rmina tion of how the s e  cos ts

should be  ha ndle d whe n the  re gula tory a pproa ch ha s  not be e n de cide d. At a  minimum,

cons ide ra tion of how to address  ca rbon taxes  should be  le ft for cons ide ra tion a t the  time

21 such a  tax is  firs t imposed.

22

23 Q. What is your recommendation with respect to S02 emission allowances?

24

25

S ON e mis s ion a llowa nce s  a re  like  fue l. The y a re  re quire d to ope ra te  coa l-fire d powe r

pla nts . Furthe r, the  type  of fue l burne d a ffe cts  the  a mount of S O; e mis s ion a llowa nce s

26

A.

A.

tha t need to be  forfe ited and/or a re  ava ilable  for sa le . As a  result, annual diffe rences  in the
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a mounts  of S O; e miss ion a llowa nce s  (cos ts  a nd be ne fits ) from the  norma lize d a mounts

reflected in TEP's  base  ra tes should be  addressed in the  PPFAC

4 Q Are you also proposing that the proceeds that the Company receives from the EPA

from its annual auction of allowances flow through the PPFAC?

8 Q How do other utilities and utility commissions handle S02 emission allowances?

FERC Orde r 552 gave  s ta te  regula tory authoritie s  the  right to de te rmine  the  tre a tment of

ga ins  or los se s  on sa le s  of e miss ion a llowa nce s . While  a  comple te  surve y of re gula tory

tre a tme nt ha s  not be e n conducte d a s  pa rt of this  e ffort, it is  EVA's  e xpe rie nce  tha t

commiss ions  have  recognized the  implicit re la tionship be tween SON emiss ion a llowances

and fuel expense

15 Q Can you provide s pecific  examples

Ye s . In Ge orgia , the  a pprove d Ele ctric S e rvice  Ta riff Fue l Cos t Re cove ry S che dule

(FCR-19) for Georgia  Power s ta te s  tha t fue l cos ts  includes  among othe r things  the  cos t of

fue l include s  the  "re ta il portion of the  ga ins  re s ulting from the  s a le  of a ny e mis s ion

a llowa nce s". In We s t Virginia , the  re ce ntly re ins ta te d Expa nde d Ne t Ene rgy Cha rge

(ENEC) includes  the  cos t of fue l, purchased power, and "fue l handling and environmenta l

cos ts  s uch  a s  che mica ls  a nd  the  cos t o f e mis s ion  a llowa nce ". Revenues  from

transmiss ion se rvice  and emiss ion a llowance  ga ins" flow through the  ENEC
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I Q-

2

3

4

If the Company is allowed to retain the revenues from the sale of excess emission

allowances through 2009, do you think that the Company should then be allowed to

recover the costs of emission allowances in the future if the Company needs

additional allowances to support its generation, as the Company suggests it may?

No. The  Compa ny ha s  indica te d tha t a dditiona l a llowa nce s  ma y be  re quire d in 2011 a nd

be yond. The re fore , a ny s a le  de cis ions  s hould be  ma de  in the  conte xt of the  cos t of future

re quire me nts .

Q. Do you have any other recommendations regarding S02 emission allowances?

5

6

7

8

9

10

11

Ye s , I ha ve  two.

12

13

Firs t, TEP  doe s  not cons ide r S O; cos ts  in  dis pa tch, a lthough it could. This  is  a  mis ta ke

a nd ma y be  re s ulting in le s s  tha n optimum dis pa tch of the  coa l units . TEP  indica te d tha t

the  dis pa tch mode l could be  s o modifie d.14

15

16 Curre ntly, Mille nnium Environme nt Group, Inc. is  ha ndling the  s a le  of e xce s s  e mis s ion

a llowa nce s . MEG is  a  wholly-owne d subs idia ry of Mille nnium Ene rgy Holdings , Inc., a n

in-regula ted subs idia ry of UniSource  Ene rgy. This  function should be  transfe rred to TEP.

17

18

19

20 x . MANAG E ME NT R E C O MME NDATIO NS

21 Q- Could you please summarize your management recommendations?

22

23 •

24 •

25

A.

A.

A. The  ma na ge me nt re comme nda tions  a re  a s  follows :

TEP  s hould cre a te  a  s e pa ra te  le ga l e ntity for Whole s a le  Tra ding tra ns a ctions .

TEP  mus t improve  the  le ve l of docume nta tion in a ll a re a s .

TEP  s hould pre pa re  a  policie s  a nd proce dure s  ma nua l for coa l procure me nt.•
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1 •

2

3 •

4

5

6

TEP  s hould improve  its  me a s ure me nts  of ris k in orde r to comply with Compa ny

policy rega rding keeping risk a t an "acceptable  leve l."

TEP  s hould cons ide r re vis ions  to its  ga s  a nd powe r he dging policie s  s uch tha t

hedging is  pe rformed not only to reduce  price  vola tility but to minimize  cos ts .

TEP should e limina te  any commercia l duties  from designa ted Risk Manager.

TEP  s hould dive rs ify the  counte ipa itie s  us e d for fina ncia l na tura l ga s  fixe d price

7 swaps.

8

9 Q- Could you please explain your recommendation regarding the separate legal entity?

10

11

1 2

A separate legal entity for wholesale trading transactions will help to minimize actual or

appearances of conflicts of interest and address the cross-subsidization issues. Sometimes

there can be a grey area between what is best for the corporation and what is best for

1 3 ratepayers.

14

15 Q- Could you please explain your recommendation regarding documentation?

16

17

1 8

19

20

In a regulated setting with the availability of full cost recovery through a PPFAC, full

documentation of all decisions is generally required. It is not known whether TEP bully

documented its fuel and purchased power costs prior to the Settlement Agreement. It is

certainly not the case today. This finding appears across all aspects of the heel and

purchased power audit. Two examples are provided below.

21

22

23

24

25

A.

A.

In a uditing the  na tura l ga s  he dging progra m, it wa s  difficult to de te rmine  whe the r TEP

wa s  following its  he dging protocol be ca use  TEP  doe s  not s e pa ra te  out the  ga s  he dge s

purcha s e d for ge ne ra tion fue l from the  ga s  he dge s  purcha s e d to pa ir with he a t ra te

contra cts  tha t a re  be ing use d to he dge  purcha se d powe r. In a uditing coa l procure me nt,
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1 EVA de te rmine d tha t TEP  did  not docume nt its  de cis ions  re ga rding the  a wa rd of a

2 [C O NF IDE NTIAL] contract for Sundt.

3

4

5

6

An a udit s hould not re quire  he a vy re lia nce  on ve rba l inte rvie ws  with TEP  pe rs onne l to

explore  the ir memorie s  of any transaction. The  s tanda rd to which TEP  should s trive  is  to

ma inta in docume nta tion tha t is  sufficie nt to a llow a n a uditor to work fa irly inde pe nde ntly

7 in de te rmining TEP 's  pe rformance .

8

9 Q- Could you please explain your recommendation regarding the need to improve the

measurement of risk?10

11

12

13

14

15

16

17

1 8

1 9

20

21

22

23

24

Be ca us e  the re  is  no s tocha s tic me a s ure d of the  tota l a mount of qua ntita tive  ris k in the

power and fue ls  portfolio, TEP does  not ca lcula te  the  amount of risk it is  accepting, and it

ma y va ry month-to-month, ye a r-to-ye a r, a nd be twe e n commoditie s . It is  inhe re n tly

difficult to measure  the  amount of risk be tween a  purchased power and fue l supply tha t is

ba se d on discre te  block tra nsa ctions  (e .g., 50 MW of on-pe a k powe r) a ga ins t a  sha pe d

loa d curve  tha t ha s  ma ny proba bilis tic outcome s . The Unis oure e  Ene rgy Corpora tion

Risk Control P olicie s  Ma nua l specifies  tha t TEP must reduce  risk to [C O NF IDE NTIAL].

At this  time , TEP  doe s  not e mploy a ny of the  thre e  me thodologie s  on rigorous  a nd

frequent bas is . (The  s tre ss  te s t of ea rnings  by the  Finance  Depa rtment would not qua lify

as  sufficient for this  Bes t Practice .) TEP a ttempts  to unders tand its  risk in smalle r discre te

pie ce s  (e .g., by monthly on-pe a k a nd off-pe a k powe r bucke ts ), but doe s  not rigorous ly

measure  the  tota l amount of s tochas tic risk for any one  month, nor for the  tota l portfolio of

commoditie s  ove r a  longe r time  frame . While  TEP marks-to-marke t exte rna l transactions

tha t will fluctua te  in va lue  ove r time  a s  forward price  curves  change , TEP does  not mark-

A.

9 A stochastic measure is the counterpart to a deterministic measure and takes into account the probability of
outcomes instead of only one possible 'reality' of how the process might evolve.
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1

2

to-marke t the  va lue  of its  entire  portfolio and sub-portfolios . Bes t practice s  require  tha t a ll

positions  a re  marked-to-marke t, for inte rna l risk measurement purposes .

3

4

5

6

7

8

9

10

11

EVA re comme nds  tha t TEP  e va lua te  the  cos t of upgra ding its  "P os ition of Re cord"

s oftwa re  to one  tha t include s  ge ne ra l ris k ma na ge me nt ca pa bilitie s , for ins ta nce  from

OATI We b Tra de r to OATI We b Risk. EVA a lso re comme nds  tha t TEP  be gin to ma na ge

its  portfolio a nd its  ris k a ccording to Be s t P ra ctice s  with the  inclus ion of Va R limits  (or

Ea rnings -a t-Risk limits ) a s  we ll a s  the  othe r two me a sure s  of risk re comme nde d by the

Unisource  Ene rgy Corpora tion Risk Control P olicie s  Ma nua l. Ma na ging ris k a ccording

to s ta nda rd Be s t P ra ctice s  should he lp lowe r the  vola tility of na tura l ga s  a nd purcha se d

power costs  to ra tepayers . This  requires  diffe rent software  than TEP currently uses .

12

13 Q.

14

Could you please explain your recommendation regarding revisions to the gas and

power hedging policies?

1 5

1 6

17

18

19

In toda y's  world of high, a s  we ll a s  vola tile , na tura l ga s  a nd powe r price s , EVA would

recommend tha t TEP cons ide r expanding its  current hedging s tra tegy for na tura l gas  and

power, which is  focused on reducing price  vola tility, to add a  component tha t a ttempts  to

re duce  cos ts . EVA be lie ve s  tha t unle s s  the  obje ctive  of cos t minimiza tion is  spe cifica lly

added to TEP 's  hedging objectives , no s tructured e ffort is  like ly to occur.

20

21 Q- Could you please explain your recommendation regarding the Risk Manager?

22

23

24

At TE P ,  th e  s a m e  in d iv id u a l h o ld s  two  title s : G e n e ra l Ma n a g e r o f Wh o le s a le  a n d

Cus tome r Ca re a nd Ris k Ma na ge r. Th is  is  a  po te n tia l conflic t o f in te re s t a nd  the  ro le s

s hould be  s e pa ra te d. The  role  of the  Middle  Office r is  de fine d a s  "re vie w a nd ove rs ight"

A.

A.

10 The typical risk management infrastructure requires dirt the Middle Office perform independent risk management
functions and oversight, while the Front Office executes transactions and the Back Office performs independent
accounting for the executed transactions.
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1

2

3

4

5

6

7

8

9

1 0

1 1

1 2

1 3

by the  UniS ource  Ene rgy Corpora tion Ene rgy Ris k Control P olicie s  Ma nua l a nd these

re spons ibilitie s  a re  ca nte d out by the  Risk Ma na ge r, Risk Controlle r, a nd Cre dit Dire ctor,

and ove rseen by the  Risk Management Committee . Also according to the  policy, the  Risk

Ma na ge r ma y re s ide  in the  Fue ls  8; Whole s a le  P owe r De pa rtme nt while  the  two othe r

pos itions  a re  re quire d to re s ide  outs ide  of the  De pa rtme nt. For TEP , the  Risk Controlle r

a nd Cre dit Dire ctor a re  inde pe nde nt from the  Whole s a le  De pa rtme nt a nd re s ide  in the

Fina nce  De pa rtme nt. Ma ny of the  Middle  Office  re s pons ibilitie s  a re  duplica te d by the

Ris k Ma na ge r a nd Ris k Controlle r toge the r, a nd the  duplica tive  re s pons ibilitie s  a re  not

pote ntia lly the  proble ma tic one s . The  re s pons ibilitie s  tha t conce rn me  a re  s pe cifica lly

thos e  tha t a re  de s igna te d s ole ly to the  Ris k Ma na ge r. One  e xa mple  in which the  Ris k

Manage r's  re spons ibilitie s  may conflict with the  commercia l re spons ibilitie s  re la te s  to the

dutie s  of pos ition control. Re s pons ibilitie s  of the  Ris k Ma na ge r a re  s pe cifie d in TEP 's

Energy Trading and Sys tem Optimiza tion ControlPolicy - page  6 and include :

1 4

1 5 [CONFIDENTIAL]

1 6

1 7

1 8

1 9

Be s t pra ctice s  re quire  tha t thos e  pe rs onne l who e xe cute  tra ns a ctions  a nd who ha ve

ove rs ight for comme rcia l tra ns a ctions  s hould not a ls o be  re s pons ible  for va luing the

transactions , which fluctua te  in mark-to-marke t va lue  on a  da ily bas is .
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1 Q. recommendation regarding diversification of

2

Co u ld  yo u  p le a s e  e x p la in  yo u r

counterparties  for financ ia l s waps ?

3

4 [CONFIDENTIAL] ¢

5

Fo r te s t ye a r 2 0 0 6 ,  a ll b u t th re e  o f th e  n a tu ra l g a s  h e d g e s  we re  e xe cu te d  with

TEP noted tha t additional counterparties  have  been added since  the

audit period s ince  new 1sDA" agreements  have  been negotia ted.

6

7 XI. ALTE RNATIVE  RE G ULATO RY S CE NARIO S

8 Q- TEP has proposed three regulatory scenarios. Does your testimony apply to all

9 three?

1 0

11

1 2

1 3

1 4

1 5

No. This  te s timony focused on Cos t of Se rvice . Fue l and purchased power cos ts  a re  not

pa rticula rly re le va nt in the  pure  ma rke t s ce na rio. In the  hybrid ca se , the  prima ry is sue s

re la ted to fue l and purchased power a re  the  inadequa te  leve l of documenta tion which in a

hybrid s itua tion is  unte na ble  for re gula tory purpos e s  a nd the  ne e d for cons ide ra ble

duplica tion of functions  in orde r to insure  the  inte grity of the  purcha se s  for the  re gula te d

assets and for customers. TEP did not adequately address these  mechanics in its  proposal.

1 6

1 7

A.

A.

11 International Swap Dealers Association, Inc. - ISDA is a global trade association for over-the-counter derivatives
and maintains industry-standard documentation for master agreements under which bilateral financial transactions are
typically conducted.



Exhibit EVA-1. RESUME OF EMILY s. MEDINE

EDUCATIONAL BACKGROUND

M.P .A.

B.A.

Woodrow Wils on S chool of P ublic  a nd Inte rna tiona l Affa irs , P rince ton
Univers ity, 1978
Geography, Clark University, 1976 (magna cum laude, Phi Beta Kappa)

PROFESSIONAL EXPERIENCE

Curre n t Pos ition
Emily Medine, a Principal, has been with Energy Ventures Analysis  since 1987. Her experience includes
bankruptcy support, market strategy development, fuel procurement audits , fuel procurement, acquisition
and investment analyses , s trategic s tudies  and forecasting. She has  also provided expert tes timony on
utility fuel procurement practices. The types of prob ects in which she is involved are described below:

Fuel Procurement Audits
Manages  and performs  fue l procurement audits  on behalf of regula tory commiss ions , utility
management, and third-party interveners. She has performed over 20 audits  of utilities regulated
by the Public Utilities  Commiss ion of Ohio and tes tified in a  number of proceedings . She also
managed two major audits  of the fuel procurement practices of PacifiCorp. In 2005, Ms. Medine
performed a  management/performance audit of the  Fuel and Purchased Power cos ts  of the
Cincinnati Gas & Electric Company. On behalf of the Consumer Advocate of the State of West
Virginia Ms. Medine audited Appalachian Power fuel procurement costs  in 2006 and 2007 and
Monongahela Power in 2007 .

Fuel Procurement
Develops  and implements  fue l procurement s tra tegies  for utilitie s  and independent power
projects. Fuel procurement assistance has ranged from determining an appropriate contract/spot
mix to soliciting bids  and negotia ting purchase  agreements . Ms . Medine has  negotia ted fuel
s upply a gre e me nts  for thre e  qua lifying fa cilitie s  (QF's ) a nd ha s  worke d on fue l s upply
arrangements for a number of other plants. Ms. Medine is an advisor to Nova Scotia Power on its
fuel procurement activities. Ms. Medine is  currently developing the fuel procurement strategy for
a new solid-fuel power plant on the Great Lakes.

Forecasting
Develops forecasts  of coal demand and prices  for alternative coal types and market segments .
These forecasts  are provided to individual clients  and are documented in various  COALCAST
reports including the regional reports and the Long-Term Regional Coal Price Forecast reports.



Acquisition and Investment
Ms. Medine  was  the  agent for Lexington Coa l Company in the  sa le  of its  a sse ts  in Indiana  and
Illinois . As  pa rt of this  engagement, Ms. Medine  was  re sponsible  for the  sa le  of three  mines  to
P e a body Ene rgy. Ms . Me dine  a lso routine ly e va lua te s  the  e conomics  of pote ntia l proje cts  or
acquis itions  for produce rs , deve lope rs , and industria ls . For coa l projects , this  includes  marke t
and financia l forecasts. Ms. Medine  comple ted the  sa le  of six idle  mine  asse ts and various other
properties .

Bankruptcy Support
Ms. Me dine  wa s  a n a dvisor to the  Horizon Na tura l Re source  compa nie s  which ope ra te d a s  a
debtor-in-possession in the  deve lopment of a  plan to accomplish reclamation on a ll pe rmits  not
sold and transferred as part of the  plan of reorganiza tion. For a  period of 15 months, Ms. Medine
served as Executive Vice President of Centennial Resources, Inc., a  debtor-in-possession, as part
of EVA's contract to manage  this  company post-pe tition. In this  capacity, she  managed the  day-
to-day operations of the company as well as serving as the liaison between the company, state  and
county regula tory agencies, the  bankruptcy court, and the  lenders. This  assignment ended upon
the  tiling of Centennia l's  plan of reorganiza tion. Ms. Medine  had a lso se rved a s  the  advisor to
se cure d le nde rs  in a nothe r coa l indus try ba nkruptcy, In  this  ca pa c ity,  s he  re vie we d a nd
developed independent financial forecasts and operating plans of the debtor-in-possession.

Market Strategy Development
As s is ts  clie nts  in the  de ve lopme nt of ma rke ting s tra te gie s  on be ha lf of coa l s upplie rs  a nd
transporters. She has helped to identify the  high value  markets and stra tegies for obta ining these
accounts.

Expert Testimony
P re pa re s  a na lys e s  a nd te s tim ony in  s upport of c lie nts  involve d in  re gula tory a nd le ga l
proceedings. P rovide s  te s timony in commis s ion he a rings  on fue l procure me nt is s ue s  a nd
arbitration proceedings on contract disputes.

P r io r  Exp e rie n c e
P rior to joining EVA, Ms. Medine  he ld va rious  pos itions  a t CONS OL including Ass is tant Dis trict S a le s
Manager - Chicago Sa les Office  and S tra tegic S tudies Coordina tor. P rior to CONS OL, Ms. Medine  was
a  Project Manager a t Energy and Environmenta l Analysis, Inc. where  she  directed two large  government
s tudie s . For the  Environme nta l P rote ction Age ncy, Ms. Me dine  dire cte d a n e va lua tion of the  e ne rgy,
environmenta l and economic impacts  of New Source  Performance  S tandards on Industria l Boile rs . For
the  De pa rtme nt of Ene rgy, Ms . Me dine  dire cte d a n e va lua tion of the  fina ncia l impa cts  of re quiring
utilitie s  with coa l capable  boile rs  to re conve rt to coa l. Ms. Medine  worked a s  a  Resea rch Ass is tant a t
Brookhaven National Laboratory while  she a ttended graduate  school.



Plant Name
Nameplate
Capacity

Generation
Technology

r»mary
Fuel
Type State

n-

Service
Year

Ownership
Percentage

Ownership
MW Coal MW

DeMoss Petrie CT 2
Four Comers
Luna EnergyFacility
Navajo
North Loop
San Juan
Springerville
SpringewillelTucson
Solar
Sundt

Sundt CT

85.0
2,269.6

650.0
2,409.3

107.8
1,848.0

849.5
5.1

504.5

54.0

Combustion Turbine
Steam Turbine: Boiler
Combined Cycle
Steam Turbine: Boiler
Combustion Turbine
Steam Turbine: Boiler
Steam Turbine; Boiler
Solar: Photovoltaic

Steam Turbine: Boiler

Combustion Turbine

Gas
Coal
Gas
Coal
Gas
Coal
Coal

Solar
Gas 1-3,
Coal in 4

Gas

AZ
NM
NM
AZ
AZ
NM
Az

AZ

AZ
AZ

2001
1963
2006
1974
1972
1973
1985

2001

1958
1972

100.0
5.1

33.3
7.5

100.0
20.0

100.0

100.0

100.0
100.0

85.0
114.6
216.6
180.7
107.8
369.0
849.6

5.1

504.5
54.0

114.6

180.7

369.0
849.6

110.0

TOTAL TEP 8,782.9 2,487.0 1 ,624.0

Exhib it EVA-2. TEP GENERATING ASSETS

Exhib it EVA-3. TEP WHOLESALE ENERGY AND UNS GAS, APRIL 2007

Note: Plants inBold are not operated by TEP
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Average Cost per MMBtu
Consumed

Percentage of Total Btu
Consumed

2006 2005 2004 2006 2005 2004
Coal
Gas
All Fuels

1.69
7.03
2.03

1.69
8.09
1.93

1.57
6.75
1.79

94%
6%

100%

96%
4%

100%

96%
4%

100%

Plant Mine Bas in State
Navajo Kayenta Black Mesa Arizona
San Juan San Juan San Juan New Mexico
Four Corners Navajo San Juan New Mexico
Springewille Lee Ranch San Juan New Mexico

Sundt
McKinley/
Colowyo

San Juan/
Colorado

New Mexico/
Rockies

Exhibit EVA-4. TEP GENERATION BY FUEL TYPE

Source; TEP, Form 10-K

Exhibit EVA-5. TEP COAL SUPPLY
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Exhib it EVA-16. 2006 CAPACITY FACTORS FOR WSCC PLANTS
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P la n t Unit
Hours Percent

2005 200s AMos. 2007 2005 200s AMos. 2007
Navajo 1

2
3

174
403
359

22
890
153

15
290
82

2.0%
4.6%
4.1%

0.3%
10.2%

1.8%

0.1%
2.5%
0.7%

San Juan 1
2

629
474

589
287

432
557

7.2%
5.4%

8.7%
3.3%

3.7%
4.8%

Four Corners 4
5

583
911

459
581

231
1,122

6.7%
10.4%

5.3%
6.7%

2.0%
9.6%

Springewille 1
2

412
674

226
A M

300
14

4.7%
7.7%

2.6%
7.5%

2.6%
0.1%

Sundt 4 208 250 271 2.4% 2.9% 2.3%

Exhibit EVA-17. 2006 ANNUAL HEAT RATES FOR WSCC PLANTS
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Exhibit EVA-18. FORCED OUTAGE HISTORY AT TEP PLANTS
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ET 2005 2006

Exhibit EVA-19.
(S/kwh)

2006 COAL COS TS  AT S ELECTED P LANTS  IN S OUTHWES T

0.030

0.025

0.020

0.015

0.010

0.005

I

Navajo Four Corners Four Corners
4-5 1-3

Cholla Mohave Sundt Springerville San Juan

S ource : FERC Form 1 filings  for TEP  (Nava jo, S undt, S pringerville  and S an J uan), Arizona  P ublic  S ervice
(Four Corners  4-5, Four Comers l-3, and Cholla), and S outhern California  Edis on (Mohave).



2003 Y 2004 Y 2005 Y 2006 Y 2007 Q1 2007 Q2 2007 QS
Coal Production - Total (tons) 5,890,246 7,685,041 7 905,477 6,993,143 1,201,478 2,573,765 1,177,618
Production per Employee Hr (hr) 12.18 12.56 11,82 9.49 7.62 15.13 6.85
No. Employees - Total 239 295 296 302 305 305 315
Mine Employee - Hours 483,534 611,870 668,660 736,553 157,596 170v135 171,934

Year Supplier Mine Tons $lTon Btu/I b $lMMBtu Shortfall U

Payment to P&M
$14ITon*

1998 P&M
Cyprus

McKinley
Foidel Creek

10,500
197,300

55.25
44.71

9,553
11,271

2.89
1.98

239,500 3,353,000

1999 P&M
Cyprus

McKinley
Foidel Creek

19,900
270,100

5675
44.04

10,195
11,316

2.78
1.95

230,100 3,221,400

2000 P&M
RAG

McKinley
Foidel Creek 302,700 43.17 11,311 1.91

250,000 3,500,000

2001 P&M
RAG

McKinley
Foidel Creek

71 ,600
267,300

58.80
39.76

10,081
11,287

2.92
1.76

178,400 2,497,600

2002 P&M
RAG

McKinley
Foidel Creek 318,100 41.99 11.440 1 .84

250,000 3,500,000

Yea r Supplier Mine Tons $lTon Btullb $lMMBtu
2003 RAG Foidel Creek 267,470 34.69 11,341 1.53
2004 Peabody

P&M
Foidel Creek
McKinley

228,340
74,040

37.02
43.58

11,434
9,916

1.62
2.20

2005 Peabody
P&M

Foidel Creek
McKinley

311,792
76,440

37.71
43.86

11,148
9,919

1.69
2.21

2006 Peabody
P&M

Foidel Creek
McKinley

196,970
164,000

40.77
42.80

11,152
10,675

1.83
2.00

2007 (8 Mos.) Rio Tinto Colo o 236,667 69.57 10,286 3.38

Exhib it EVA-20. PROMPT PRICES FOR COLORADO COAL

[CONFIDENTIAL]

Exhib it EVA-21. SAN JUAN UNDERGROUNDMINE P RODUCTION

S ource : MS HA

Exhib it EVA-22. COAL SHIPMENTS TO SUNDT, 1998-2002

* Estimated payments

Source: FERC Form 423

Exh ib it  EVA-23. COAL S HIP MENTS  TO S UNDT, 2003-Au g u s t  2007

Source: FERC Form 423



Tons (000 Btu/Ib $lTon $/MMBtu
1998
1999
2000
2001
2002
2003
2004
2005
2006

20o7 (8 Mos

6,847
6,623
6,401
6,600
6,600
6,443
6,979
6,372
6,060
4,602

9,270
9,303
9,364
9,550
9,789
9,650
9,598
9,719
9,759
9,739

30.36
32.33
31.73
35.61
33.30
34.19
33.35
34.76
35.71
40.85

1.64
1.74
159
1.86
1.70
1.77
1.74
1.79
1.83
2.10

I

Exhibit EVA-24. COAL SHIPMENTS TO SAN JUAN

Exhibit EVA-25. TEP EMISSION ALLOWANCES vs. FORECAST EMISSIONS

Source: FERC Form 423

[CONFIDENTIAL]
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Tons (too) Btu/Ib $lTon $/MMBtu
1998
1999
2000
2001
2002
2003
2004
2005
2006

2007 (8 Mos)

6,847
6,623
6,401
6,600
6,609
6,443
6,979
6,372
6,960
4,602

9,270
9,303
9,364
9,550
9,789
9,350
9,598
9,719
9,759
9,739

30.36
32.33
31.73
35.61
33.30
34.19
33.35
34.76
35.71
40.85

1.64
1.74
1.69
1.86
1.70
1.77
1.74
1.79
1.83
210

Exhib it EVA-24. COAL SHIPMENTS TO SANJ UAN

Source: FERC Form 423

Exhib it EVA-25. TEP EMISSION ALLOWANCES vs . FORECAST EMISSIONS

[CONFIDENTIAL]
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EXECUTIVE SUMMARY
TUCSON ELECTRIC POWER COMPANY

DOCKET nos. E-01993A-07-0402 AND E-01993A-05-0650

The direct testimony of W. Michael Lewis of WMLA, Inc. provides the results of

engineering investigations of Tucson Electric Power Company ("TEP" or "Company") as

authorized by the Arizona Corporation Commission ("ACC") pursuant to requests of the

ACC Staff In addition to reviews and analyses of the Company's Application and other

infonnation and publications related to the Company, engineering investigations were

performed which included field inspections of selected Company facilities in and around

the Tucson area. These investigations were undertaken and a report prepared by Mr.

Lewis and Kenneth C. Strobl of Technical Associates, Inc. The inspections of TEP

facilities were performed by Messrs. Lewis and Strobl, along with Mr. Prey Bahl of the

ACC Staff, and included discussions with TEP technical and system operations

personnel. Data requests as to Company's basis for claimed distribution indices, and as

to its maintenance practices and design standards were prepared and provided to

Company. Conclusions and recommendations set forth in the direct testimony are based

on the evaluation of Company's responses and on the observations during the field

investigations.

The major elements of the investigations focused on TEP's service quality,

distribution system reliability indices, and the maintenance and operation of selected

generation, transmission, and distribution facilities currently in service and under

construction. These facilities included Sundt Station and its associated substation, the

Company's main control facility located at Sundt, the Emergency Control Facility located

at the Vail substation and that substation's facilities, several distribution substations and

distribution overhead lines, and the Pinal West substation currently under construction.

These investigations and the concurrent discussions with Company personnel provided

some introspection and understanding of the Company's installations and operations of

its electrical network assets in Arizona. The topics and issues in this engineering

investigation are not addressed in a totally comprehensive manner since each of the



topics  a nd is s ue s  would in a nd of the ms e lve s  re quire  a  s ubs ta ntia l a mount of work to

comprehensive ly investiga te  them

Based upon our observa tions  of the  opera tions , planning, and maintenance  of the

TEP 's  e lectric sys tem, and our review of va rious  documenta tions , our ove ra ll conclus ion

is  tha t the  Compa ny's  s ys te m ha s  be e n ope ra te d a nd ma inta ine d in a ccorda nce  with

P rude nt Utility P ra ctice . Accordingly, to continue  to e nha nce  TEP 's  curre nt s ta nda rd of

se rvice , TEP should continue  to eva lua te  owned or leased genera tion capacity compared

to re lia nce  on purcha s e d powe r, e s ta blis h a  progra m of pe riodic dis tribution circuit

me a sure me nts  to a ddre ss  the  pote ntia l for the  ne ga tive  e ffe cts  of ha nnonic dis tortions

continue  the  current program of power factor correction, and should not undertake  further

e xte ns ions  of the  46 KV s ys te m a nd de ve lop a  long ra nge  pla n to conve rt this  46 KV

system to 138 KV
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1 1 . INTRODUCTION

2 Q- Please state your name and address.

3 My bus ine s s  a ddre s s  is  934  Va lle y S tre e t,

4

My n a me  is  W illia m Mic h a e l Le wis .

Wheelersburg, Ohio 45694

5

6 Q. What is your present employment?

7 I a m e mploye d by the  firm of W. M. Le wis  a nd As s ocia te s , Inc. ("WML&A"). I a m the

Pres ident of the  firm.8

9

10 Q- Pleas e  des cribe  the  na ture  of the  firm.

11

12

13

1 4

WML&A is  a  Consulting Engine e ring Finn which provide s  va rious  e ngine e ring se rvice s ,

prima rily in a re a s  of e le ctrica l powe r a nd e le ctric utility ope ra tion, to a  ra nge  of clie nts

including inve s tor-owne d e le ctric utilitie s , municipa l utilitie s , inte rna tiona l inve s tme nt

organiza tions , and regula tory bodies . The  Timi was es tablished in 1958.

15

16 Q- Please describe your background, education, and experience.

17

18

19

20

21

22

23

24

25

26

A.

A.

A.

A. I ha ve  be e n e mploye d by WML&A s ince  1979; P rior e mployme nt wa s  with Goodye a r

Atomic Corp. a nd We s tinghouse  Ele ctric. P os itions  tha t I ha ve  he ld a t WML&A include

S r. Engine e r, Ma na ge r of Engine e ring, Vice -P re s ide nt, a nd P re s ide nt. I hold a  BS EE

de gre e  from Ohio S ta te  Unive rs ity a nd a n MBA from Ohio Unive rs ity. For the  pa s t 15

ye a rs , much  of my work ha s  involve d  fore ign  a s s ignme nts  on  be ha lf o f the  As ia n

De ve lopme nt Ba nk a nd World Ba nk in proje ct pos t-e va lua tion, fe a s ibility s tudie s , a nd

re vie ws  of ope ra tion a nd ma inte na nce  of va rious  ge ne ra ting s ta tions , urba n a nd rura l

transmiss ion and dis tribution sys tems , and utility management. Additiona l ta sks  included

the  de s ign of fa cilitie s  a nd pre pa ra tion of a gre e me nts  for the  inte rconne ction of utilitie s ,

prepa ring ope ra ting agreements  be tween utilitie s  and independent power produce rs , and
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1

2

3

va rious  ta s ks  re la te d to the  priva tiza tion of e le c tric  utilitie s  in  the  S outh As ia n a re a .

Additiona l a s pects  of my expe rience  and educa tion a re  pre s ented in my re s ume  which is

a ttached to this  te s timony as  Attachment l.

4

5 Q- Are  you filing direc t te s timony on beha lf of S ta ff?

6 Ye s .

7

8 Q- What is the nature of your testimony in this proceeding?

9

10

11

12

13

My te s timony de scribe s  a nd pre se nts  e va lua tions , obse rva tions  a nd re comme nda tions

re ga rding the  a bove  ca ptione d ma tte r to the  Arizona  Corpora tion Commiss ion ("ACC" or

"Commiss ion") a nd the  ACC S ta ff pursua nt to inve s tiga tions  conte mpla te d by the  Work

Ele me nt 3.1.7, Engine e ring Ana lys is , in the  RFP  is s ue d Augus t 6, 2007 in the  a bove

captioned proceedings.

14

15 Q- What was the major component of your evaluation?

16

17

18

19

20

Cons is te nt with  the  a uthoriza tion a nd in  conce rt with  ACC S ta ff d ire ction, a  ma jor

compone nt of the  inve s tiga tion wa s  the  fie ld  ins pe ctions  of Tucs on Ele ctric P owe r

Compa ny ("TEP " or "Compa ny") fa cilitie s  in the  Tucs on a re a . Fie ld ins pe ctions  we re

made on January 5, 2008 (unaccompanied) and on January 7 and 8, 2008 accompanied by

ACC Staff and TEP personnel.

21

22 Q- Who participated in the field investigations with you?

23 I pe rforme d the  fie ld  ins pe c tion on J a nua ry 5 . The  s ubs e que nt ins pe ctions  include d

24

25

A.

A.

A.

A.

mys e lf, Mr. P ra m Ba hl of the  S ta ff, a nd Ke nne th S troll, P .E. of the  firm of Te chnica l

Associa te s , Inc. Mr. S trobl a lso contributed to the  prepa ra tion of this  te s timony.
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1 Q- Please describe the major elements of your investigations.

2

3

4

5

6

7

8

Ma jor e le me nts  of our inve s tiga tion focus  on TEP 's  s e rvice  qua lity, dis tribution s ys te m

indices , and the  ope ra tions  of se lected genera tion, transmiss ion, and dis tribution facilitie s

curre ntly in s e rvice  a nd unde r cons truction. The  fie ld ins pe ctions  include d dis cus s ions

with TEP  e ngine e ring a nd othe r te chnica l pe rs onne l, a s  we ll a s  control room a nd s hift

ope ra tors  who monitor a nd ope ra te  the  Compa ny's  ge ne ra tion a s se ts  a nd its  e le ctrica l

tra nsmiss ion a nd dis tribution ne twork a s se ts . In a nticipa tion of, a nd in conjunction with,

the se  activitie s , we  a lso reviewed portions  of TEP 's  pre iiled Applica tion and te s timony in

9

10

this case, as well as public documents such as Federal Energy Regulatory Commission

("FERC") Form l Additionally, theand transmission studies of the TEP

11

12

system.

Cons ulta nt pre pa re d da ta  re que s ts  to  the  Com pa ny, the  bulk of which a ddre s s e d s e rvice

qua lity a nd  the  d is tribu tion  s ys te m  ind ice s .  Upon re v ie w of re s pons e s  a nd  d is cus s ions

13 with  TEP  a nd S ta ff pe rs onne l,  fo llow-up da ta  re que s ts  we re  pre pa re d  a nd s ubm itte d  to

14 TEP  a s  we ll.

15

16 Q- What were  the  impacts  of thes e  efforts ?

17

18

19

20

2 1

22

23

24

25

A.

A. Th e  fie ld  in s p e c tio n s ,  th e  d is c u s s io n s  with  TE P  p e rs o n n e l,  th e  re v ie ws  o f TE P -file d

doc um e nta tion  in  th is  c a s e  a nd  pub lic  doc um e nts  a nd  the  d is c us s ions  with  ACC S ta ff

p ro v id e d  s o m e  in tro s p e c tio n  a n d  u n d e rs ta n d in g  o f th e  C o m p a n y's  in s ta lla t io n s  a n d

ope ra tions  of its  e le c trica l ne twork a s s e ts  in  Arizona . Accordingly,  the  re m a inde r of th is

te s timony discusse s  the se  obse rva tions  a nd e va lua tions , a nd provide s  re comme nda tions  to

the  ACC S ta ff re ga rding the  ge ne ra l, a nd in some  ins ta nce s  spe cific, ope ra tions  of the  TEP

e le c tric  ne twork a s s e ts .  This  te s tim ony a ls o  conta ins  our com m e nts  re ga rd ing  the  TEP

pe rs onne l we  me t in our fie ld vis its  tha t a re  cha rge d with e ns uring tha t s ys te m ope ra tions

a re s a fe , re lia ble , a nd me e t the  e le ctrica l s e rvice  ne e ds  of TEP 's  cus tome rs .
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1 Q. What considerations are addressed in your testimony?

2 The  cons ide ra tions  e xpre s s e d in this  te s timony a ddre s s , a t le a s t to s ome  e xte nt, the

3 following genera l topics and issues :

4

5 Qua lity o f S e rvice /Dis tribu tion  Ind ice s th e  o p e ra tio n a l q u a lity a n d  s e rvice

6 p e rfo rma n ce  s a tis fa c tio n  p ro vid e d  to  TEP 's  cu s to me rs ,  in c lu d in g  p o we r q u a lity

7 compla ints .

8

9 the  ge ne ra tion pla nt re lia bility a nd

1 0

Ge ne ra tion Indice s /Equiva le nt Ava ila bility Fa ctor

availability, taking into account schedules and forced outages and De-ra tings.

11

1 2

1 3

Fa cilitv Inte gra tion a nd S ys te m Ope ra tions --- the  pla nt a nd e quipme nt in-s e rvice , (or

under construction or insta lla tion) and the ir integra ted opera tions and maintenance .

1 4

1 5 the  ne twork sys te ms  ove rs ight a nd

1 6

Coordina tion P la ns  a nd Imple me nta tion Me thods

Management consis tent with system opera tions , monitoring, and plamiing, and Emergency
I.

1 7 Opera tions Center functions.

1 8

1 9 the  ha nd ling  o f VAR s upp ly th rough  s ubs ta tion

20

Dis tribution Volta ge  S upport ---

capacitance  and Sta tic VAR Compensator equipment.

2 1

22

23

Dis tribution S vs te m Expa ns ion ..-- the  cons ide ra tions  a ssocia ted with ins ta lla tion of new

feeders versus extension of old feeders, and the  expansion of the  46 KV system.

24

25 Transmiss ion the  considera tions regarding transmission lines  and substa tions, including

26

A.

Palo Verde  Interconnect Project under construction (Penal West substa tion).
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1

2

P owe r Qua lity Ma na ge me nt --- the  re lia b ility o f the  13 .8  KV s ys te m, the  Ha rmonic

Dis tortion cons ide ra tions  and compla int inves tiga tions .

3

4 Q. Are these topics and issues addressed herein?

5

6

7

8

Yes, the  above  topics  and issues  a re  addressed in this  te s timony, a lthough not in a  tota lly

comprehens ive  manne r given the  time , re sources  and intent of this  project. Clea rly, each

of the  topics  and issues  in and of themse lves  would require  a  subs tantia l amount of work

to comprehensive ly investiga te .

9

1 0 Q- What is  your gene ra l pe rs pec tive  of the  ope ra tions  and  u tiliza tion  of the  Company's

11 assets?

1 2

1 3

1 4

1 5

1 6

1 7

1 8

The  ge ne ra l pe rs pe ctive  on the  Compa ny's  pla nt-in-s e rvice  e le ctric a s s e ts  a nd the ir

ope ra tion is  tha t they a re  e ffective ly utilized and ma inta ined. These  obse rva tions  include

considera tions of construction, replacements , and the  maintenance  and testing of plant and

e quipme nt to e ns ure  qua lity of s e rvice  pre s e ntly a nd for the  ne a r-te rm. More ove r, we

ha ve  conclude d tha t TEP  s ys te m ope ra ting pra ctice s  (tha t we  obs e rve d), including its

p re ve n tive  ma in te na nce  p la nn ing  with  s o ftwa re  s upport,  a s  we ll a s  the  te chn ica l

competence  of the ir personnel a re  of an acceptable  leve l and of high qua lity.

1 9

20 11 . WORK EFFURT AND EVALUATIONS

2 1 Q- Please describe the sequence of your evaluations.

22

23

24

25

A.

A.

A. We  initia ted our work e ffort with reviews  and ana lyse s  of the  Company's  Applica tion and

ce rta in filed te s timony in this  proceeding. Specifica lly, the  documents  cons is ted of TEP 's

Applica tion, a nd the  profile d te s timonie s  a nd a ccompa nying e xhibits  a nd work pa pe rs  of

Me s s rs . De Concini, Ka te rra , a nd Ros e . These  te s timonies  addressed issues  rega rding
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1

2

3

4

5

6

s e rvice  qua lity, cus tome r s e rvice , ma inte na nce  pra ctice , tra ns mis s ion a nd dis tribution

pla nt in s e rvice , a nd ge ne ra tion a s s e ts . To  s upp le me n t the  in fo rma tion  in  TEP 's

Applica tion a nd re file d te s timony, we  re vie we d the  Compa ny's  Annua l Re ports , FERC

Form is  a nd the  ACC Fourth Bie nnia l Tra nsmis s ion Asse s sme nt-2006-2015 s tudy. The

la tte r addresses  the  current and near-te rm s ta tus  of e lectric transmiss ion ne twork capacity

in Arizona  and the ir functiona l inte rconnections  with sys tems outs ide  of Arizona .

7

8 Q- Pleas e continue.

9

10

11

12

13

14

Additiona l information and ana lyses  were  acquired through reviews of TEP 's  responses  to

da ta  re que s ts  is sue d by the  ACC S ta ff mos t nota bly ACC S ta ff S e t Nos . 9, 12, a nd 15.

For example , many of the  da ta  requests  in ACC Staff Se t Nos. 9, 12, and 15 addressed the

Compa ny's  ca lcula tions  a nd cla ims  re ga rding its  e le ctric s e rvice  re lia bility a nd qua lity,

spe cifica lly with re spe ct to e va lua tions  of Cus tome r Ave ra ge  Inte rruption Dura tion Inde x

("CAlDI"), S ys te m Ave ra ge  Inte rruption Dura tion Inde x ("S AIDI") a nd S ys te m Ave ra ge

Inte rruption Fre que ncy Inde x ("S AIFI").15

16

17

18

111. RELIABILITY AND QUALITY OF SERVICE/DISTRIBUTION

INDICES

19 Q- How would you des cribe  TEP 's  dis tribution s ys tem?

20

21

22

23

24

A.

A. TEP 's  dis tribution sys te m cons is ts  of a bout 2,631 circuit mile s  of ove rhe a d prima ry a nd

a bout 4 ,201 ca ble -mile s  of unde rground ca ble . Dis trib u tio n  is  fa c ilita te d  b y 1 0 1

subs ta tions  with a  combine d ins ta lle d tra ns fonne r ca pa city of a bout 6,739 MVA. Give n

tha t the  2006 annua l summer peak sys tem demand was  about 2,365 MW, the  dis tribution

s ys te m ha s  s ufficie nt s ubs ta tion ca pa city to s upply pe a k loa ding during pe riods  whe n
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1

2

s ome  dis tribution s ubs ta tion ca pa city could be  curta ile d for re a s ons  of ma inte na nce ,

equipment fa ilures , or trans fe r of load.

3

4 Q, How did  you eva lua te  the  s e rvice  re liab ility of TEP?

5

6

7

As  s ta ted above , the  s e rvice  re liability can be  eva lua ted by cus tomer outage  frequency and

outa ge  dura tion a nd qua lity by cons ide ra tions  of volta ge  le ve l ma inte na nce  a nd volta ge

harmonic qua lity. These  cons idera tions  a re  eva lua ted and dis cus sed as  follows :

8

9

10

11

12

13

14

15

16

S e rvice  re lia bility is  indica te d by e va lua tion of the  va lue s  of the  s ys te m's  a nnua l CAIDI,

S AIDI, a nd S AIFI. The s e  indice s  a re  ge ne ra lly re cognize d by the  e le ctric powe r indus try

a s  indica tive  of ove r-a ll s ys te m re lia bility a nd a re  codifie d by IEEE S ta nda rd 1366-1998.

In pre -file d dire ct te s timony for the  Compa ny, Mr. De Concini s ta te d (a t pa ge  6, line s  3-

12 of his  Dire ct Te s timony) tha t TEP 's  2005 S AIFI wa s  0.95 a nd for 2006, 1.25. Furthe r,

tha t TEP 's  CAIDI wa s  83.5 a nd 85.2 for 2005 a nd 2006, re s pe ctive ly. Mr. De Concini

s ta te d tha t the  2005 S AIFI for TEP  would be  a  IS  qua rtile  pos ition while  the  2006 re s ult

would be  in the  2l'ld qua rtile . For the  CAIDI re s ults , both ye a rs  would fa ll into the  1s t

17 qua rtile .

18

19 Q- Do you agree with Mr. DeConcini's statement?

20

21

22

The  re porte d indus try me dia n va lue  for S AIFI is  1.10, a rid for CAIDI 1.36. Ba s e d upon

the  re porte d  va lue s ,  it would  a ppe a r tha t Mr. De Conc ini's  conc lus ions  a re  corre c t.

Cons ide ring thes e , it appears  tha t TEP 's  dis tribution s ys tem can be  cons ide red as  re liable

23 in  compa ris on to the  utility indus try a s  a  whole . Als o ,  s ince  CAIDI S AIDI/S AIFI,

24

25

26

A.

A.

SAIDI can be  ca lcula ted from the  va lues  provided for 2006 as  equa l to 1.25 x 85.2 = 1.06.

The  re porte d me dia n for S AIDI is  1.50 indica ting tha t with re s pe ct to a ll thre e  indice s ,

TEP is  among the  top quartiles .
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1 Q- What additiona l eva lua tions  did you perform concerning thes e  indices ?

2

3

4

5

6

By Da ta  Re que s t P Bl2.l, we  re que s te d ve rifica tion of the s e  indice s  a nd we re  provide d

va lue s  for the  thre e  indice s  for 2005 a nd 2006. The  va lue s  provide d in re sponse  did not

a gre e  with those  of Mr. De Concini's  te s timony a nd re pre se nte d a n improve me nt in TEP

pe rforma nce . The  2006 va lue  for SAIFI wa s  give n a s  1.168 a s  compa re d to the  1.250 in

te s timony and the  CAIDI had changed from 85.20 to 90.62 with a  corre sponding SAIDI of

7 105.85.

8

9 Q- Did this  change  your opinion of TEP 's  pe rformance?

1 0

1 1

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9

20

2 1

22

While  the se  ne we r va lue s  would not cha nge  our opinion of TEP 's  pe rforma nce , we  file d

an additional da ta  request (1 e th Set) requesting a  reconcilia tion of the  va lues provided with

thos e  in te s timony. TEP  re s ponde d tha t the  va lue s  in Mr. De Concini's  file d te s timony

were  based upon a  three -minute  thre shold while  the  re sponses  to Da ta  Reques t PB-12.1

we re  ba s e d on a  five -minute  thre s hold. In fa ct, IEEE a ls o re cognize s  a nothe r s imila r

re lia bility inde x, "MAIFI" which is  "Mome nta ry Ave ra ge  Inte rruption Fre que ncy Inde x".

This  inde x cons ide rs  inte rruption of le s s  tha n live  minute s  dura tion a nd would ha ve  a

corre s ponding thre s hold of le s s  tha n five  minute s . Howe ve r, this  is  ra re ly re porte d a s

the s e  inte rruptions  a re  typica lly re s tore d by a utoma tic me a ns  without ma inte na nce

re sponse . We  would not e xpe ct TEP  to use  le s s  tha n a  five  minute  thre shold. Give n the

Company's  explana tion for the  diffe ring va lues  and comparing the  two, we  accept the  da ta

for the  various  indices  as  conta ined in the  response  to the  twelfth se t of da ta  requests  and

ma inta in our conclus ion tha t the  Compa ny's  re lia bility for 2005 a nd 2006 e xce e ds  the

23

A.

A.

me dia n utility pe rforma nce .
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1 Q Pleas e continue

In support of the  re porte d va lue s , TEP  provide d a  lis ting of circuit outa ge s  for Ca le nda r

Ye a r ("CY") 2005 a nd 2006, including the  dura tion of e a ch outa ge  on a  five -minute

thre s hold a nd the  numbe r of cus tome rs  a ffe cte d. We  re vie we d this  lis ting prima rily to

de te rmine  if the re  were  a  s ignificant number of outages  for which the  cause  was  s ta ted as

unknown" and to see  if tha t pa rticula r circuit appea red to have  repea ted outages  during

the  two ye a rs  for which da ta  wa s  provide d. Our re vie w indica te d tha t the re  we re  two

incide nts  of "unknown" ca use  in CY 2005. one  such incide nt in CY 2006. a nd two in CY

2007 thru September. None  of the  five  incidents  appeared to occur on the  same circuits . In

response  to these  incidences , Company maintenance  pe rsonne l pa trolled the  lines , which

we  be lie ve  is  prope r. Furthe r re vie w of the  supplie d outa ge  da ta  indica te d to us  tha t the

pre domina nt ca us e  of cus tome r inte rruptions  wa s  due  to da ma ge d e quipme nt (ma inly

poles) by others  and equipment fa ilures . Dura tions  appeared to be  very reasonable  for the

individua l causes  ranging from le ss  than 60 minute s  for minor damage  or wea the r e ffects

to e ight hours  for cable  replacements . The  da ta  provided indica te s  tha t TEP has  provided

sufficient ma intenance  pe rsonne l, prope rly equipped to pe rform necessa ry repa irs  within

reasonable  time frames for the  given outage causes

1 9 Q What o the r a s pec ts  of TEP 's  d is tribution  re liability d id  you eva lua te?

Also included in the  above-cited lb"' Se t of Da ta  Reques ts  was  an inquiry a s  to wha t were

the  four wors t pe rforming feede r circuits  ba sed upon the  number of lockout ope ra tions  in

CY 2005 and 2006 and based upon the  dura tion of outages . A review of the  da ta  provided

in re sponse  indica tes  tha t none  of the  four feeders  having the  highes t number of lockouts

in CY 2005 we re  on the  corre s ponding lis ting for CY 2006. We  ta ke  tha t to imply tha t

corrective  measures  applied were  e ffective  as  the  predominant cause  for the  lockouts  was

lis ted a s  "wind, ra in, wea the r," whe re  corrective  actions  included the  se tting of new pole s
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1 Q Do you consider this program effective?

Ye s . It a ppe a rs  tha t this  progra m of monitoring fe e de r powe r fa ctor, de te rmining the

capacity of correction needed, and insta lla tion of additiona l capacitors  has  been successful

and will be  continued

6 Q Is  TEP cons ide ring  additiona l me thods  of VAR s upply

Yes . In addition to the  on-going ins ta lla tion of capacitor banks  as  described above , TEP is

curre ntly moving to ins ta ll a  S ta tic Va t Compe nsa tor ("S VC") a t the  138 KV le ve l a t the

Northeas t subs ta tion. Ha rmonic pe rformance  s tudie s  have  been submitted by the  vendor

(ABB P owe r Te chnologie s ) for a  +200/-75 MVAR unit. This  unit will provide  re a ctive

compe nsa tion a t the  138 KV le ve l a nd ca n provide  va ria ble  le ve ls  of compe nsa tion to a

much grea te r extent than combina tions  of fixed and switched capacitor banks . The  current

schedule  for the  in-se rvice  da te  of the  SVC is  la te  summer of 2008. This  is  a  needed and

e conomica l a ddition to the  sys te m which should provide  for re duce d los se s  a nd a dde d

volta ge  s ta bility during pe a k loa ding. The  a ddition of this  S VC a nd continue d ca pa citor

ba nk a dditions  a s  ne e de d in the  dis tribution subs ta tions  a nd on fe e de r circuits  ca n a lso

e limina te  the  curre nt ne e d to run loca l ge ne ra tion me re ly to provide  VARs  for s ys te m

voltage  support

20 Iv. GENERATION AVAILABILITY

2 1 Q What was the status of TEP's generation at the time of your evaluations?

Ta ble  A to this  re port lis ts  TEP 's  ge ne ra ting a s se ts , the  re spe ctive  portions  owne d a nd

lea sed, and TEP 's  Megawa tt (MW) sha re  of the  capacitie s  of the  gene ra ting s ta tions . As

shown in Ta ble  A, a t the  e nd of 2006 TEP 's  ca pa city of the se  ge ne ra ting fa cilitie s  wa s

2,194 MW. The  la tte r amount compares  with the  2006 annua l peak in July of 2,365 MW
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1

2

Our s ource  for this  is  TEP 's  FERC Font No. 1 for 2006/Q4, pa ge  401b. TEP 's  FERC

Form No. 1 for 2006/Q3, howe ve r, s hows  the  a nnua l pe a k in J uly to be  2,555 MW. At

We  do not know the  ba s is  for this3 th is  la tte r le ve l, the  s hortfa ll would be  361 MW.

4

5

6

7

8

9

diffe rence . We a re  aware  tha t revis ions  to energy usage  a re  frequently made  from quarte r

to qua rte r, but not with rega rd to peak demands . Rega rdle ss , ba sed on this  'snapshot' of

2006, TEP  ha s  a  s hortfa ll of a t le a s t l7lMw whe n compa re d with its  owne d a nd le a s e d

ge ne ra tion. Accordingly, TEP 's  Ele ctric Ene rgy Account re port in its  FERC Font No. l,

Page 401 a  shows annual purchases made, which would include purchases a t the  time of its

system peak needs.

1 0

11 Q, What has  been TEP's  res pons e  to this  s hortfa ll?

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9

20

In this  re ga rd, we  note  tha t TEP  is  pa rticipa ting in the  cons truction of the  P a lo Ve rde

Inte rconnect P roject in orde r to increase  its  capacity to import power from the  Pa lo Verde

Hub. This  powe r, more ove r, ma y be  a t a  lowe r cos t from the  P a lo Ve rde  Hub tha n is

curre ntly the  ca se  from its  othe r source s . Additiona lly, ba se d on TEP 's  file d te s timony in

this  case  and TEP personne l tha t accompanied us  on our fie ld inspections , TEP is  active ly

planning for expanding its  own genera tion as  we ll, and was  specifica lly cons ide ring this  a t

its  S pringe rville  ge ne ra tion s ta tion. The  in-s e wice  da te  for the  pla nne d ne w Unit #4 a t

S pringe rville , a  400 MW coa l-fire d unit, is  propos e d for the  2009-2010 time fra me , i.e .,

projected s ta rt-up is  December 2009. Howeve r, a t pre sent, Sa lt Rive r P roject ("SRP") will

2 1 ta ke  100% of the  ne w unit. TEP  should continue  to cons ide r the  e ve ntua l provis ion of

22

23

24

25

additiona l gene ra tion a s  TEP currently has  a  shortfa ll of 171 MW a t annua l peak. While  it

is  not a  give n tha t added gene ra tion is  the  most economica l means  of providing for peak

loa d conditions , s uch a n a ddition would be  a t a  minimum a  he dge  towa rd unce rta in

ava ilability and price  for added purchased power in the  future .

26

A.
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1 Q Pleas e continue

As ide  from publis he d docume nta tion a nd tile d  te s timony, our informa tion ga the re d

re ga rding TEP  ge ne ra ting units  include d a  fie ld vis ita tion a nd dis cus s ions  with Andy

Hoe ks tra  (Vice  P re s ide nt, Ge ne ra tion) a t the  S undt (forme rly Irvington) ge ne ra ting

s ta tion. Sundt genera ting s ta tion consis ts  of four units  with ne t ra tings  of: Units  #1 and #2

81 MW e a ch, Unit #3, 105 MW, a nd Unit #4, 156 MW ga s -fire d or 110 MW coa l-tire d

The  s ta tion a lso include s  two combus tion turbine  units . Unit #4 a t Sundt runs  a s  a  ba se

load unit unless  it is  unava ilable  because  of ma intenance  or othe r such opera ting reasons

for inte rruption. The  othe r three  units  a re  cycling units , which run to mee t peaking needs

a nd import limita tions

As  shown in Table  B, the  ove ra ll Sundt gene ra ting s ta tion capacity factors  (Column (3) of

Table  B) for 2004-2006 a re  low because  of the  opera ting characte ris tics  of this  genera ting

s ta tion. This  is  in contra s t to the  Springe rville  gene ra tion capacity factors  shown in Table

B for 2004-2006. Springe rville  units  have  re la tive ly low hea t ra te s  of le ss  than 10,000 Btu

pe r unit of ge ne ra tion. The  a ve ra ge  he a t ra te  a t S pringe rville  in 2006, pe r TEP 's  FERC

Form No. 1, wa s  9957 Btu/KWH ne t ge ne ra tion. Ope ra tiona l va ria nce s  be twe e n the s e

two genera ting s ta tions  a re  a lso re flected in TEP 's  FERC Form No. 1 production expenses

per unit of ne t genera tion, where in for 2004-2006 the  production expenses  a re  in the  range

22 Q If TEP  is  n o  lo n g e r  c o n s id e r in g  a  s h a re  o f S p r in g e rville  Un it  #4 , wh a t  is  th e ir

objective there?

TEP  will be  the  ope ra ting a ge nt for the  s ta tion. TEP  indica te s  tha t it is  cos t e ffe ctive  to

ins ta ll a nothe r unit (Unit #4 of 400 MW) a t S pringe rville  for a  numbe r of re a sons  e ve n if

TEP  does  not rece ive  a  pa rt of the  additiona l gene ra ting capacity from the  new unit. The
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1

2

3

4

5

6

7

units  a t S pringe rville  (including  Unit #4) ha ve  a  common ra ilroa d  for coa l ha uling ,

common ra w wa te r ponds , a nd coa l unloa ding e quipme nt. The re  a lso is  a  control room,

which will be  a ble  to a ccommoda te  the  ope ra tions  a nd monitoring of a ll four units  in the

future . Additiona lly, the re  is  a  s ubs ta tion with four ba ys  to s e rve  the  ge ne ra ting units .

The  e ffect of these  common facilitie s  se rving four units  ra the r than the  three  a t pre sent is

to lowe r the  a ve ra ge  unit cos t of ope ra tion. This  will lowe r bo th  TEP 's  a nd  S RP 's

ope ra ting cos ts  for the  s ta tion. We  concur with this .

8

9 v. FACILITY INTEGRATION AND SYSTEM OPERATIONS

10 Q. How has TEP integrated its facilities and system operations?

11 The  in te gra tion of TEP 's  ge ne ra ting a nd tra ns mis s ion a nd  d is tribu tion  fa cilitie s  is

12

13

14

15

16

17

a ccomplishe d through a  numbe r of ope ra ting a nd monitoring sys te ms  a nd proce dure s .

S ubs ta tions  a re  monitore d a nd controlle d through a  ne twork-wide  S upe rvis ory Control

And Da ta  Acquis ition ("S CADA") s ys te m, including microwa ve  a nd fibe r optic fa cilitie s .

TEP 's  sys te m works  on a  four s e cond monitoring s e que nce  to ga the r ope ra tiona l da ta .

Subs ta tions  a re  a lso equipped with Remote  Te rmina l Units  ("RTU") to facilita te  the ir da ta

collection, monitoring, and control functions .

18

19

20

TEP 's  continuing de ve lopme nt of its  Ge ogra phic Infonna tion Sys te m ("GIS"), which wa s

initia te d in the  l980's , s e rve s  to loca te  a nd ma inta in up-to-da te  re cords  of fa cilitie s  for

21

22

23

24

25

A.

both re pa irs , e xpa ns ion purpose s  a nd to coordina te  pre ve nta tive  ma inta in a re  e fforts . In

orde r to facilita te  repa irs  and/or expans ions , this  sys tem includes  da ta  on the  loca tions  of

TEP 's  unde rground dis tribution fa cilitie s . Much of its  re s ide ntia l a re a s , a nd pa rticula rly

the  mos t re ce nt re s ide ntia l cons truction, a re  unde rground dis tribution fa cilitie s . TEP

pe rs onne l informe d the  Cons ulta nt tha t the y be lie ve  tha t the  improve d a ccura cy of
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loca tion and access  provided by the  GIS  has  se rved to reduce  the  number of "dig-ins" by

contractors and others and has expedited cable  repairs by its  maintenance forces

4 Q Are these actions effective and do you agree with the assessments of TEP personnel

as to the benefits of the GIS?

Yes, we believe that they are  effective  and we agree  with the  GIS assessments

8 Q How does  TEP eva lua te  and plan for improvements  in  the ir d is tribution s ys tem

In re sponse  to our inquiry, TEP  pe rsonne l (we  discusse d a spe cts  of sys te m de s ign a nd

ope ra tions  with J ohn Tolo, S upe rinte nde nt, Ge ne ra tion, Tra ns mis s ion & Dis tribution

Control Are a  Ope ra tions ) indica te d tha t TEP  unde rta ke s  dis tribution loa d How mode ling

as  well as  short circuit s tudies . In addition to undertaking these  s tudies  in-house , TEP a lso

contracts  for outs ide  consulting se rvices , e .g., from Synergy, to conduct such s tudies  of its

dis tribution opera tions  and performance

1 6 Q Do you consider these provisions adequate for evaluation and planning

19 Q How has TEP provided for operation and control of their system during

contingencies

TEP has provided for an a lte rna tive  command center

23 Q Were you able to evaluate this alternative center?

Ye s . On our vis it to  the  Va il s ubs ta tion s ite , TEP  pe rs onne l de s cribe d the ir re ce nt

de ve lopme nt of a n a lte rna tive  comma nd ce nte r, i.e ., the  Eme rge ncy Ope ra tions  Ce nte r

(EOC) house d a t this  loca tion. The  EOC include s  a  mobile  tra ile r tha t ca n be  ha ule d to
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any pa rticula r s ite  a s  needed. As  currently configured and equipped, the  EOC is  capable

of monitoring a nd ope ra ting TEP s  Ene rgy Ma na ge me nt S ys te m (EMS ), a s  we ll a s  the

SCADA in the  event tha t ope ra tions  would be  te rmina ted for some  rea son a t the  primary

control ce nte r. The  EOC is  e quippe d with communica tion via  la ndline , fibe r optic ca ble

a nd ce llula r s e ts  to provide  the  communica tion ne ce s sa ry to ma inta in ope ra tions  of the

ne twork during the  e me rge ncy. The  EOC unde rgoe s  pe riodic drills  with s ta ge d control

scenarios  to tes t and enhance  the  capabilities  of the  system, and to educa te  and tra in TEP

personnel on its  opera tions

10 Q What is your conclusion regarding the EOC?

We are  of the  opinion tha t the  EOC is  we ll equipped to mainta in opera tions  in the  event of

an outage  of the  main control room

14 Q How would you describe TEP's operating and monitoring procedures

TEP's  opera tiona l and monitoring procedures  discussed above  appear to be  typica l, if not

some wha t more  a ggre s s ive , tha n othe r e le ctric utilitie s  ba se d on the  e xpe rie nce  of the

Consultant. TEP 's  current software  and mode ling procedures , howeve r, like  its  ha rdware

ins ta lla tions , like ly re flect the  remoteness  of ce rta in of its  facilitie s  and the  increase  in load

growth tha t TEP has  experienced recently. The  monitoring of the  dis tribution sys te m a t

the  subs ta tion le ve l is  curre ntly a de qua te  a s  to the  spe cific da ta  a cquire d. Da ta  is  the n

recorded in the  Ente rprise  Data  His torian system which provides  rea l-time  observa tion and

subsequent eva lua tion. We  inquired by Da ta  Reques t PB-18.5 and by discuss ions  during

our s ite  vis its  a s  to wha t leve l of rea l-time  monitoring would be  pre sent in TEP 's  s tanda rd

des ign for new subs ta tions . TEP responded tha t Watts , Vars , phase  voltages , and phase

currents  will be  monitored in rea l-time  and recorded
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1 Q- Do you find those provisions adequate?

2 Yes, we  find them to be  adequa te  for proper monitoring and eva lua tion.

3

4 VI. DISTRIBUTION SYSTEM EXPANSION

5 Q- What has been TEP's record of growth in demand and customers?

6

7

8

TEP ha s  e xpe rie nce d s ignifica nt growth in de ma nd a nd cus tome rs  ove r the  re ce nt pa s t.

Cus tome r growth ha s  be e n in e xce ss  of 2% pe r a nnum, while  the  a nnua l growth ra te  of

consumption is  about 4%.

9

1 0 Q- Ho w h a s  th is  ra te  o f g ro wth  a ffe c te d  s e rvic e  a n d  h o w h a s  TEP  p ro vid e d  fo r th is

11 growth?

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9

The highest ra tes of increased demand are  occurring in parts  of TEP's  service  areas where

e xis ting line  a nd subs ta tion ca pa city wa s  limite d. This  growth in the  out-lying a re a s  ha s

be e n a ccommoda te d by e xte nding ne w fe e de r circuits  from e xis ting tra ns fonne rs  in

dis tribution substa tions . However, if the  growth in customers  and demand continues  a t the

pre s e nt ra te , ne w dis tribution s ubs ta tions  will be  re quire d. TEP  is  e s tima ting tha t up to

three  new subs ta tions  will be  needed by 2009 and an additiona l one  for the  Maraca  a rea

by 2011. The  provis ion of ne w dis tribution subs ta tions  will a lso re quire  a n e xpa ns ion of

the 138 KV system.

20

2 1 Q- How is TEP planning to accommodate such needs?

22

23

24

A.

A.

A.

A. In re s pons e  to  a  S ta ff Da ta  Re que s t in  the  Twe lfth  S e t (P B-123), TEP  provide d its

pre limina ry 10-yea r transmiss ion plan. We  have  reviewed this  plan and have  discussed it

with TEP  pe rsonne l during our s ite  vis it. To avoid specifics , suffice  it to say tha t the  plan
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1 pre se nte d a de qua te ly provide s  for the  e xpa ns ion ne ce s sa ry to me e t the  proje cte d loa d

2 growth.

3

4 Q- d is t r ib u t io n  fa c ilit ie s  a n d  d o e s  it  a p p e a r  to

5

Does this planning include new

adequately address forecasted needs?

6

7

8

Yes, the  plan includes  the  provis ion of new dis tribution substa tions  on a  ten-year planning

basis  with necessary connecting 138 KV lines and transmission substa tions and appears  to

be  sufficient to accommodate  the  projected increases in supply.

9

10 Q- How would you as s es s  TEP's  planning pers pective?

11 We  dis cus s e d the  pla nning horizon for ne w s ubs ta tions  with TEP  pe rs onne l. TEP

12

13

1 4

es tima tes  tha t it requires  about 3 to 4 yea rs  to cons truct a  new dis tribution subs ta tion due

to  the  re quire me nts  fo r pe rmits  a nd  the  curre n t le a d  time  re quire d  to  p rocure  the

equipment. Given this  time  requirement, the  ten-year planning horizon is  adequa te .

15

16 Q, Pleas e continue.

17

18

The need is based upon load prob sections which are updated on an annual basis for in-house

system planning. Corrections and adjustments  are  made based upon information as to new

e s tima te s  o f th e19

20

de ve lopme nt loca tion  a nd c a p a c ity re fle c te d  b y th e  p la n n e d

de ve lopme nts . In a n e ffort to provide  more  fle xibility, TEP  e ngine e ring ha s  modifie d the

21

22

23

24

25

26

A.

A.

A.

s ta nda rd dis tribution subs ta tion de s ign to include  sma lle r ma in powe r tra ns forme rs  a nd

le s s  ultima te  ca pa city of the  pla nne d s ubs ta tions , i.e ., a  ne w s ta nda rd of 100 MVA

subs ta tions  a s  opposed to the  former 200 MVA. This  will re sult in a  more  e fficient sys tem

with re duce d initia l cos ts  a nd will a llow for more  fle xibility a s  to loca tion of subs ta tions .

Also, the  required capacity of the  138 KV lines  may be  able  to be  reduced as  a  re sult, but

this  is  subject to a  de te rmina tion of the  loop capacity needed for these  lines . All des ign for
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the  placement and s izing of new substa tions  and the ir required 138 KV lines  a re  subjected

to loa d flow a na lys is  to a s ce rta in tha t s hort-circuit duty a nd re a ctive  re quire me nts  a re

known a nd within re comme nde d limits . In  a ddition, s ys te m re lia bility is  che cke d to

ensure  tha t the  138 KV loop capacity is  adequa te  in the  event tha t a  138 KV line  be tween

s ubs ta tions  is  not in s e rvice , a nd tha t the  dis tribution s ys te m ca n continue  to provide

uninte rrupted se rvice

8 Q Are there  other as pects  of the  planning of s pecific  interes t?

Ye s . We  note d tha t the re  a ppe a re d to be  no ne w 46 KV line s  conta ine d in the  pla n. We

a pprove  of tha t a nd would re comme nd tha t no future  46 KV fa cilitie s  be  conte mpla te d

The re  is  little  cos t savings  and no te chnica l advantage  tha t we  can de te rmine  tha t would

prevent a ll future  lines  to be  constructed for 138 KV opera tions  as  opposed to new 46 KV

1 4 Q What have you concluded as to TEP's planning

Afte r re vie w a n d  d is cu s s io n ,  we  a re  o f th e  o p in io n  th a t TE P 's  in te rn a l p la n tin g

methodology is  prudent and essentia l engineering fea tures are  considered. We believe  tha t

a nnua l pla nning on a  te n-ye a r horizon is  a de qua te  to re cognize  cha nge s  in proje cte d

growth so tha t both under and over capacity situa tions can be  reasonably avoided

20 VII. TRANSMISSION SYSTEM

2 1 Q How would you des cribe  TEP's  trans mis s ion fac ilities ?

The  backbone  of TEP 's  transmiss ion sys tem is  a 345KV ne twork, with a ll inte rconne cte d

345KV a nd l38Kv s ubs ta tions  a nd tra ns mis s ion line s  loope d throughout the  s ys te m

The re  is  a ls o a  s e t of 46 KV line s . Howe ve r, s te p-down 46 KV s ys te m line s  a re  not

looped a t this  time, but TEP indica ted tha t such upgrading is  foreseeable  in the  near future
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1

2

3

4

5

As s ta te d a bove , we  would pre fe r tha t the  46 KV fa cilitie s  be  conve rte d to 138 KV whe n

conditions  pe rmit. TEP 's  transmiss ion sys tem losses  a re  about 3%, which a re  acceptable

a nd fa irly typica l of e le ctric utility s ys te ms . The  138KV tra ns mis s ion s ys te m ha s  be e n

stepped down from imported power sources  such as  from Arizona  Public Service  (APS) a t

500KV and from TEP gene ra ting s ta tions , Ag., Springe rville , a t 345KV.

6

7 Q. What transmission line and transmission substation facilities are under construction

8 at this time?

9

1 0

11

Curre ntly unde r cons truction is  a  s ignifica nt e nha nce me nt to the  import ca pa bilitie s  of

TEP 's  tra ns mis s ion s ys te m, which is  the  P a lo Ve rde  Inte rconne ct P roje ct. This  proje ct

consis ts  of the  construction of a  subs ta tion in the  northe rn a rea  of TEP 's  se rvice  a rea  with

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9

the  ca pa bility of inte rconne cting with the  500KV tra nsmiss ion line s  from the  P a lo Ve rde

Hub, a nd s te pping down the  powe r to  345KV a nd 138KV for its  s ys te m. The  ne w

substa tion, the  P ina l West Substa tion, is  expected to be  opera tiona l in the  June /July 2008

timeframe for checking and tes ting purposes , with an in-se rvice  da te  in August/September

2008. TEP origina lly had planned for the  in-se rvice  da te  to be  somewhat ea rlie r, however,

the  tra ns forme r de live ry is  dicta ting this  timing. The  tra ns forme r for the  P ina l We s t

substa tion is  the  critica l piece  of equipment for the  comple tion of the  substa tion. Based on

our fie ld vis ita tion and discuss ions  with Ed Beck (Supe rintendent, Transmiss ion P lanning

20 a nd Contra cts ), tra ns forme r de live rie s  a re  now in the  ra nge  of 18-24 months . We  a re

2 1 fa milia r with  the s e  de live ry p rob le ms , which have e s ca la te d  for e le ctric  u tilitie s

22

23

24

throughout the  na tion pa rticula rly ove r the  pas t yea r or so. Moreove r, this  is  a lso a  world-

wide  proble m with the  e xpa ns ion of e le ctric s ys te ms  throughout the  world a nd limite d

manufacturing facilitie s  to sa tis fy this  need.

25

A.
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1

2

3

4

5

6

According to TEP  pe rs onne l a ll othe r a s pe cts  of the  s ubs ta tion cons truction a re  we ll

within its  control a nd ope ra tions , with the  e xce ption of the  tra ns forme r de live ry. On our

vis it to the  s ubs ta tion cons truction s ite , we  obs e rve d TEP  cre ws  ins ta lling a  de a d-e nd

s truc ture  which will be  the  s ubs ta tion inte rfa ce  for the  outgoing 138 KV line  into the

ne twork grid. All of the  othe r s tructure s  for the  incoming 500KV a nd 345KV line s  we re

in pla ce , e xce pt for the  s tructure s  s upporting the  ta p line s  from the  500KV tra ns mis s ion

7 line . The  concre te  foote rs  for the s e  s tructure s  we re  in pla ce . The re  we re  s ubcontra ctor

8

9

10

11

12

a ctivitie s  a ls o unde rwa y which include d work on s upport s tructure s , c ircuit/te le me try

ca ble  runs  (be low ground concre te  ca ble  tra ys ), a nd the  tra ns forme r ins ta lla tion. The

s ubs ta tion is  phys ica lly divide d by a  fe nce  providing s e pa ra tion be twe e n TEP  fa cilitie s

a nd S RP  fa cilitie s . The s e  fa cilitie s  will be  ope ra te d a nd ma inta ine d s e pa ra te ly by e a ch

utility when the  s ubs ta tion becomes  opera tiona l.

13

14 Q- How will this substation serve TEP's system?

15

16

17

From a n ope ra tiona l s ta ndpoint, the  ne w s ubs ta tion will be  inte gra te d with a ll of TEP 's

othe r s ubs ta tions . This  will e nha nce  the  s ys te ms  re lia bility unde r continge ncy conditions

and increas e  the  ability of TEP to ava il its e lf of additiona l purchas ed power.

18

19 Q- Were there aspects of TEP's substation design that were notable as to aspects of

20 re lia b ility?

21

22

23

24

25

Ye s . Equipme nt a t th is  s ite  inc lude s  a  thre e -le ve l re la y s ys te m on a ll bre a ke rs  for

incre a s e d re lia bility of ope ra tiona l pe rfonna nce . In our e xpe rie nce , a  s ubs ta tion of this

type  typica lly ha s  a  two-le ve l re la y s ys te m. Due  to the  re mote  loca tion of this  s ubs ta tion

a nd the  importa nce  of its  pe rforma nce  for import powe r purpos e s  whe n ope ra tiona l, we

concur with and commend TEP opting for this  additiona l leve l of ope ra tiona l pe rfonnance

26

A.

A.

with regard to re lay opera tions .
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1 Q Were you able to form an opinion as to the construction practices and quality of

work observed?

Ye s , we  obse rve d the  concre te  founda tions  tha t ha d be e n ins ta lle d a nd the  va rious  bus

work a nd s upports  tha t we re  e re cte d. We  a ls o note d the  provis ions  for oil re te ntion

These  were  a ll of a  high qua lity of work

7 Q What opinions have you formed with respect to TEP's transmission maintenance

practices

We observed a t severa l s ites  the  condition of the  various  towers  and lines  and found them

to be  genera lly well-mainta ined. In response  to our questions  as  to maintenance  practices

TEP  pe rsonne l, spe cifica lly Ed Be ck a nd Da vid Couture  (Ma na ge r, Re gula tory Affa irs )

who a ccompa nie d us  to  the  cons truction s ite , a ls o de s cribe d TEP 's  monitoring a nd

ma inte na nce  pra ctice s  re ga rd ing  its  tra ns mis s ion  line s . Vis ua l obs e rva tions  o f

tra nsmis s ion line s  by he licopte r flyove r a re  unde rta ke n a nnua lly a nd include  the  use  of

he a t s e ns ing e quipme nt to discove r 'hotspots ' tha t re quire  furthe r inve s tiga tion. Ground

leve l visua l inspections  a re  unde rtaken by TEP on its  transmiss ion lines  on a  rota ting 1 to

3 ye a r ba s is  to e va lua te  the  conditions  of towe r s tructure s  a nd rights -of wa y. Monitoring

of s ubs ta tions  is  pe rforme d a nnua lly, including tra ns forme r ga s  a nd oil s a mpling a nd

ana lyses  to check for potentia l problems. TEP has  labora tory facilitie s  to unde rtake  some

of the  ga s  a nd  o il te s ting  its e lf TEP  doe s , howe ve r, pe riodica lly e mploy outs ide

contra ctors  to ma ke  the  a na lys e s  a s  we ll. We  cons ide r the  e quipme nt monitoring a nd

te s ting proce dure s  unde rta ke n by TEP  to be  cons is te nt with tha t of othe r utilitie s , a nd

pe rha ps  in some  circums ta nce s  a  s te p more Howe ve r, this  s e e ms  to be  a cce pta ble

because  of the  remoteness  of some of TEP 's  facilitie s , and its  increased growth in e lectric

service demands over the last several years
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1 VIII. POWER QUALITY MONITORING AND MANAGEMENT

2 Q- What additional comments do you have concerning aspects of Power Quality in the

3

4

5

6

7

8

9

1 0

11

1 2

TEP s ys tem?

P owe r Qua lity Ma na ge me nt ha s  be e n dis cus s e d pre vious ly in the  conte xt of S e rvice

Qua lity. It is  aga in addressed here  in the  context of monitoring of the  system, in this  case ,

prima rily the  dis tribution a nd sub-tra nsmis s ion sys te ms . In re sponse  to our inquiry, TEP

personne l s ta ted tha t they do not pe rform harmonic ana lys is  checks . This  was  due  to the ir

experience  to da te  in tha t they have  had no compla ints  as  to voltage  irregularities  tha t were

not found to be  due  to funda me nta l (60 Hz) proble ms  norma lly s e e n, s uch a s  ca ble  or

s e rvice  drop re gula tion, motor s ta rting, e tc. We  a re  of the  opinion tha t while  the  TEP

s ys te m ma y not curre ntly s uffe r from ha rmonic dis tortion, the  incre a s ing de ma nd from

s olid-s ta te  re ctifie rs  in compute rs  a nd othe r us e s  ma y re a ch a  point whe re  ha rmonic

1 3 dis tortion will e xce e d re comme nde d le ve ls . Als o , it is  known  tha t ce rta in  s ys te m

1 4

1 5

1 6

1 7

1 8

1 9

combina tions of shunt capacitors  and sources  of harmonic dis tortion can combine  to cause

une xpe cte d high le ve ls  of ha rmonic dis tortion. Give n the  incre a s ing (a nd ne ce s sa ry)

a mounts  of powe r-fa ctor corre ction ca pa citor ba nks  ins ta lle d in the  sys te m, it would be

p rude n t to  in itia te  a  p rog ra m o f pe riod ic  s u rve ys  o f the  ha nnon ic  con te n t o f the

dis tribution prima ry. The  cos t of s uch s hould not be  a  s ignifica nt incre a s e  in TEP 's

maintenance  budge t and would se rve  to provide  an ea rly waring of deve loping problems.

20

2 1 IX. CONCLUSIONS AND RECOMMENDATIONS

22 Q. What are your conclusions?

23

24

A.

A. Based upon obse rva tions  of the  opera tion, planning, and maintenance  of the  TEP sys tem

a nd our re vie w of da ta  re sponse s , the  Consulta nt conclude s  tha t the  sys te m ha s  be e n

ope ra te d a nd ma inta ine d in a ccorda nce  with P rude nt Utility P ra ctice  a s  tha t te rm is25
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norma lly a pplie d to  e le ctric utilitie s  of compa ra ble  s ize  a nd loa d. Ba s e d upon the

continue d dis tribution indice s , a  re vie w of outa ge  re cords , a nd the  pla ining to ma inta in

s ufficie nt dis tribution ca pa city, we  ha ve  a ls o conclude d tha t the  re lia bility a nd s e rvice

quality provided to date  exceeds the  median standards for such service

6 Q Do you have any recommendations that you feel would contribute to continuing the

present standard of service by TEP?

Yes, we  have  the  following recommenda tions

(1)

(2)

The  provis ion  of a dditiona l owne d or le a s e d  ge ne ra tion  ca pa city s hould  be

evalua ted and compared to continued re liance  on purchased power to meet system

demands on the  basis  of cost and re liability of supply

All e fforts  s hould  be  ma de , a t a  min imum, to  ma in ta in  the  curre n t le ve ls  o f

dis tribution re lia bility with a  goa l of incre me nta l improve me nt in outa ge  re sponse

tlme s

(3) Es ta blish a  progra m of pe riodic dis tribution circuit me a sure me nts  to e nsure  tha t

ha rmonic dis tortions  a re  ide ntifie d a s  the y ma y a ris e  a nd de ve lop a  pla n for

(4)

(5)

ne ga ting the  e ffe cts  of such

Continue  the  p re s e n t p rogra m  of powe r fa c tor corre c tion  a t the  d is tribu tion  a nd

138 KV s ys te m le ve ls , a nd

Do not unde rta ke  furthe r e xte ns ions  of the  46 KV s ys te m a nd de ve lop a  long-ra nge

pla n for conve rting the  e xis ting 46 KV line s  a nd s ubs ta tions  s e rve d to 138 K V

23 Q Does this complete your testimony

yes, it does
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TABLE A
TUCSON ELECTRIC POWER COMPANY

REGULATED ELECTRIC GENERATING RESOURCES
AS OF DECEMBER 31, 200s

Share
TEP Capacity

Megawatt (MW)

Owned Resource 1/1

Springerville Station
San Juan Station
Navajo Station
Four Corners Station
Luna Energy Facility
Sundt Station
internal Combustion Turbines
Solar Electric

Subtotal

100.0%
50.0%
7.5%
7.0%

33.0%
100.0%
100.0%
100.0%

380
322
168
110
190
266
217

5
1,658

Leased Resource

Springerville Station
Sundt Station

Subtotal

100.0%
100.0%

380
158
536

TOTAL 2,194

1/ Source; 2007 Depreciation Rate Study, Exhibit KAK-1 to Direct Testimony
of Dr. Kimbugwe Kateregga, and identified at Page 7 of the 2007 Depreciation
Study as "owned capacity" and "leasing capacity" at December 31, 2006.
The detailed capacity, date of service and other data on each of TEP's owned
and leased units is shown in the table in TEP witness DeConcini's Direct
Testimony at Page 4. '



TABLE B
TUCSON ELECTRIC POWER COMPANY

GENERATING STATION CAPACITY FACTOR 1/

Plan t
Installed

Capacity (MW) Generation (MWH)
Capacity
Factor 2/

Sundt 934.603 21.15%

Springerville 5.826.307 83779

489.799 29.43%

Sundt 1.128.861 25.54%

Springerville 5.571.634 80,10%

Sundt 1.135.448 25.69%

Springewille 5.731.397 82.40%

1/ FERC Form No. 1, Pages 401-410, figures in Columns (1), (2) and (4)

Z/ Calculated as: Net Generation (Column (2)) divided by Installed Capacity
(Column (1)) times 8,760 hours
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EXECUTIVE SUMMARY
TUSCON ELECTRIC POWER COMPANY

DOCKET NOS. E-01933A-07-0402 AND E-01933A-05-0650

Reconstructed Cost New less Depreciation (R C N D )  -  F or  t he  C os t  of  S er v ice
Methodology Staff has verified the Company's calculations and recommends that the values
calculated should be used for ratemaking purposes
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1 INTRODUCTION

2 Q- Please state your name, occupation, and business address.

3

4

5

6

My na me  is  Fra Me  W. Ra diga n. I a m a  principa l in the  Huds on Rive r Ene rgy Group, a

consulting Hun providing s e rvice s  re ga rding the  e le ctric utility indus try a nd spe cia lizing

in  the  fie lds  o f ra te s ,  p la nn ing  a nd  u tility e conomics . My o ffice  a d d re s s  is  1 2 0

Washington Avenue , Albany, New York 12210.

7

8 Q. Please describe your educational background and professional experience.

9

10

11

I received a Bachelor of Science degree in Chemical Engineering from Clarkson College

of Technology in Potsdam, New York (now Clarkson University) in 1981. I received a

Certificate in Regulatory Economics from the State University of New York at Albany in

12 1990. From 1981 through February 1997, I served on the Staff of the New York State

13

14

15

16

1 7

De pa rtme nt of Public Se rvice  ("DPS") in the  Ra te s  a nd Sys te m P la nning se ctions  of the

Powe r Divis ion. My re spons ibilitie s  include d re source  pla nning a nd the  a na lys is  of ra te s ,

de pre cia tion ra te s  a nd ta riffs  of e le ctric, ga s , wa te r a nd s te a m utilitie s  in the  S ta te  a nd

encompassed ra te  des ign and performing embedded and margina l cos t of se rvice  s tudies

as well as  deprecia tion studies.

18

19

20

21

22

23

24

25

26

A.

A.

Be fore  le a ving the  DPS , I wa s  re spons ible  for dire cting a ll e ngine e ring s ta ff during ma jor

ra te  p ro c e e d in g s  in c lu d in g  th o s e  re la tin g  to  in te g ra te d  re s o u rc e  p la n n in g  a n d

e nvironme nta l impa ct s tudie s . In Fe brua ry 1997, I le ft the  DP S  a nd joine d a  firm ca lle d

Louis  Be rge r & Associa te s  a s  a  S e nior Ene rgy Consulta nt. In De ce mbe r 1998, I forme d

my own Compa ny. In my 27 ye a rs  of e xpe rie nce , I ha ve  te s tifie d a s  a n e xpe rt witne ss  in

utility ra te  proceedings  on more  than 60 occas ions  be fore  va rious  utility regula tory bodies ,

including this  Commis s ion, the Nevada P ublic Utility Commis s ion, the  Ne w York S ta te

Department of Taxa tion and Finance , the  New York S ta te  Public Se rvice  Commiss ion, the
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1 Conne cticut De pa rtme nt of Utility Control, the  Rhode  Is la nd P ublic Utilitie s  Commiss ion,

2 the  Michiga n P ublic S e rvice  Commis s ion, the  Ve rmont P ublic S e rvice  Boa rd a nd the

3 Federa l Energy Regula tory Commiss ion.

4

5 Q~

6

Have you prepared an attachment summarizing your educational background and

regulatory experience?

7 Yes. Attachment FWR-1 provides  de ta ils  conce rning my experience  and qua lifica tions .

8

9 Q- On whose behalf are you appearing?

10

11

I a m  a p p e a rin g  o n  b e h a lf o f th e  Ariz o n a  C o rp o ra tio n  C o m m is s io n  ("AC C " o r

"Commis s ion") Utilitie s  Divis ion S ta ff ("S ta ff').

12

13 Q. What is the scope of your testimony in this case?

14

15

16

I will a ddre s s  the  Compa ny's  pre s e nta tion of Re pla ce me nt Cos t Ne t of De pre cia tion

("RCND") for the  cos t of se rvice  me thodology. The  Compa ny pre se nte d this  informa tion

through the  te s timony of Karen G. Kiss inge r.

17

18 Q, Have you reviewed Ms. Kissinger's calculations?

19

20

21

22

23

Ye s . For the  S te a m P roduction, Tra ns mis s ion a nd Dis tribution pla nt a ccounts  the

Compa ny us e d the  Ha ndy Whitma n Inde x of P ublic Utility Cons truction Cos t (H-W

index). As  noted by Ms. Kiss inge r in he r te s timony, the  H-W index has  been in use  in the

industry for over 80 years  and is  a  wide ly used and genera lly accepted method for tracking

the  va lue  of utility prope rty. The  H-W Index has  an index va lue  for e ach yea r going back

24

A.

A.

A.

A.

as far as 1912.
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1 Q Did the Company use the H-W Index for all accounts?

2 A No, the  H-W Index is  not published for gene ra l plant accounts . For these  accounts  where

the re  wa s  long-live d e quipme nt, the  Compa ny use d the  Ma rsha ll Inde x, pre pa re d by the

buildings  and ga rage  equipment. For accounts  where  ne ithe r the  Handy-Whitman nor the

Ma rsha ll indice s  we re  a va ila ble , the  Compa ny use d the  Bure a u of La bor P roduce r P rice

Index or PPI. This  index was  used for ve ry short-lived prope rty such as  transporta tion and

labora tory equipment.

7

8

9

10

11 Q-

REP LACEMENT COS T NET OF DEP RECIATION (LGRCND97)

Pleas e  des cribe  how the  RCND ca lcula tion is  made .

12

13

S ince  the  Compa ny ma inta ins  de pre cia tion a ccounting re cords  by vinta ge , ca lcula ting

re cons truction cos t is  s imply a  ma tte r of ta king the  curre nt ye a r cos t inde x for e a ch

a ccount, dividing it by the  cos t inde x of the  vinta ge , a nd multiplying it by the  pla nt in

se rvice  for the  vintage . This  ca lcula tion gives  one  the  recons truction cos t of tha t vintage .

By doing this  ca lcula tion for a ll vintages  of an account and summing them, one  then ge ts

the  reconstruction cost for the  whole  account.

14

15

16

17

18

19

20

21

22

In orde r to ve rify the  ca lcula tions  in discovery, I a sked the  Company for the  workpapers  to

the  ca lcula tion. While  the  Compa ny did not produce  workpa pe rs  for e ve ry a ccount, the y

did produce  e nough to e na ble  me  to s ta te  tha t I be lie ve  tha t the y did the  ca lcula tion

corre ctly for a ll a ccounts  a nd tha t the  va lue s  ca lcula te d should be  use d for ra te ma king

23

A.

purposes.



Unit Type %of TEP

Portfolio

2006 $/kW Construction

Cost

Coa l 60% [CONFIDENTIAL]

Combined Cycle [CONFIDENTIAL]

Steam 16 [CONFIDENTIAL]

Combustion Turbine 13 [CONFIDENTIAL]

Direct Tes timony of Frank W. Radigan
Docke t Nos, E-01933A-07_0402 and E-01933A-05-0650
Page 4

1 Q- Have you reviewed the valuation testimony of Company witness Judah Rose?

2

3

4

5

6

Ye s . Mr. Ros e  va lue s  the  Compa ny's  tota l ge ne ra tion portfolio a t [C O NF IDE NTIAL],

which is  ne a rly five  time s  its  book va lue  (Ros e  Dire ct Te s timony, pa ge  4). Mr. Ros e

s ta te s  tha t this  va lue  is  ba s e d on a  dis counte d ca s h flow or income  a na lys is , though a

re pla ce me nt cos t a pproa ch would yie ld roughly s imila r re s ults  a nd provide s  qua lita tive

support to the valuation (Ibid) .

7

8 Q - Is Mr. Rose's evaluation reasonable?

9 No. Firs t, s ince  Mr. Rose  s ta tes  tha t his  income approach would yie ld a  va lue  s imila r to the

1 0

1 1

replacement cost approach, I first compared his valuation of the production assets with the

value calculated by Ms. Kissinger using the H-W Index. Using that index, the RCND of the

1 2 production plant is  $1 .274 billion (Schedule  B-4, 1 of 2, Cost of Service  Methodology). This

1 3

1 4

va lue  is  le ss  than ha lf the  va lue  ca lcula ted by Mr. Rose . As  the  H~W Index is  wide ly used

and is  based on actua l trends  in utility cons truction cos ts , this  must be  cons ide red a  more

1 5 re liable  estimate .

1 6

1 7

1 8

I ne xt looke d into the  re pla ce me nt cons truction cos t e s tima te s  us e d by Mr. Ros e  in

developing his estimates, which are  summarized below.

1 9
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Direct Tes timony of Frank W. Radigan
Docke t Nos . E-01933A-07-0402 and E-01933A-05-0650
Page 5

Give n tha t 60% of the  ge ne ra tion portfolio is  coa l, I the n re s e a rche d publicly a va ila ble

re ports  to de te rmine  if the  Compa ny's  cos t e s tima te  wa s  re a sona ble . In Michiga n's  21

Century Electric Energy P lan tiled in January 2007, a  cons truction cos t e s tima te  for a  new

coa l unit of $1,551 pe r kW (2006$) wa s  use d. in the  Annua l Ene rgy Outlook of Ene rgy

Information Administra tion, a  construction cost estimate  for a  new coal plant was reported to

be  $1,167 pe r kW (2004$). In a  re port title d Ana lys is  of Options  for Ma ryla nd's  Ene rgy

Future ', the  es timated replacement cost for a  new pulverized coa l plant was $2,700 per kW

(2007$). [C O NF IDE NTIAL]

Similar results are  found for the rest of the cost estimates. For example, the Northwest Power

and Coordina ting Council reports  a  construction cost for a  new combustion turbine  of $420

pe r kW (20063) a nd a  cons truction cos t for a  ne w combine d cycle  unit of $586 pe r kW

(2006$). The  Annua l Ene rgy Outlook of Ene rgy Informa tion Adminis tra tion re ports  a

cons mction cos t e s tima te  for a  ne w combus tion turbine  of $388 pe r kW (2004$) a nd a

cons truction cos t for a  new combined cycle  of $556 pe r kW (2004$). In Michiga n's  21

Century Electric Energy P lan filed in January 2007, a  construction cos t e s timate  for a  new

combus tion turbine  wa s  $425 pe r kW (2006$). In a  s tudy conducte d a t the  Unive rs ity of

Chicago (The  Economic Future  of Nuclear Power, August 2004), the  construction cost of a

new combined cycle  unit was $590 per kW (2003$). Even when one  considers  tha t some of

the  s tudie s  a re  a  fe w ye a rs  old, a ll the s e  s tudie s  indica te  tha t the  cons truction cos t

are oversta ted on the order o f 2 5 -3 5 %estimates used b y the Company

[C O NF IDE NTIAL]

I ha ve  one  la s t comme nt re ga rd ing  the  Compa ny's  DCF va lua tion  me thod. The y

acknowledge  tha t the  key e lement in de te rmining a  plant's  va lue  is  the  price  pa id for the

Prepared by Kaye Scholer, LLP, Levitan Associa tes , Inc. and Semcas  Consulting Associa tes  for the Maryland
Public Service Colnmiss ion_ November 30. 2007



Direct Tes timony of Frank W. Radigan
Docke t Nos . E-01933A-07-0402 and E-01933A-05-0650
Page 6

output of the  pla nt. For a  low cos t ge ne ra ting unit (e .g. a  coa l unit) s e lling in the  ma rke t

whe re  the is  s e t  b y n a tu ra l g a s ,  th ecle a ring  price va lue  ca n  be  tre me ndous

While  tha t re s ult ma y be  me a ningful, if one  is  conte mpla ting

se lling the  units  to a  third pa rty it is  ina ppropria te  for a  re gula te d ma rke t whe re  the  utility

[C O NF IDE NTIAL].

is  gene ra lly not a llowed to keep profits  from inte racting in the  wholesa le  marke t but ra the r

ha s  to cre dit the  profits  a ga ins t othe r fue l cos ts . Thus , us ing this  ma rke t me thod to

de termine  a  fa ir va lue  for ra te  base  would oversta te  the  va lua tion

9 Q Does this conclude your direct testimony

Yes. it does



ATTACHMENT FWR- 1

FRANK W. RADIGAN

l:MHok\iM»*

B.S ., Chemica l Engineering -- Cla rkson Univers ity, Potsdam, New York (1981)

Certifica te in Regula tory Economics  -- S ta te Univers ity of New York a t Albany (1990)

HMMI=\rk'loid:I:!oidnL~HloW=\lnUi~Jnirlinldllrl

1998-Pre s e nt Princ ipa l, Huds on  Rive r Ene rgy Group , Albany, NY -- Provide research, technica l eva lua tion
due diligence, reporting, and expert witness  tes timony on electric, s team, gas  and water utilities . Provide
expertise in electric supply planning, economics , regula tion, wholesa le supply and indus try res tructuring
issues . Perform analys is  of ra te adequacy, ra te unbundling, cos t-of-service s tudies , ra te des ign, ra te
s tructure and multi-year ra te agreements . Perform deprecia tion s tudies , conservation s tudies  and proposes
feas ible conservation programs.

1997-1998 Manager Energy Planning, Louis  Berger & As s ocia tes , Albany, NY - Advis ed clients  on ra te
setting, ra te des ign, ra te unbundling and performance based ra temaldng. Served a  wide variety of clients  in
dea ling with complexities  of deregula tion and res tructuring, including OATT pricing, resource adequacy,
asset va luation in dives titure auctions , transmiss ion planning policies  and power supply.

1981-1997 Senior Valuation Engineer, New York Sta te  Public  Service  Com m is s ion, Alba ny, NY - S ta rting a s
a  Junior Engineer and working progress ively through the ranks , served on the Staff of the New York Sta te
Department of Public Service in the Rates  and Sys tem Planning Sections  of the Power Divis ion and in the
Rates  Section of the Gas  and Water Divis ion. Respons ibilities  included the analys is  of ra tes , ra te des ign
and tariffs  of electric, gas , water and s team utilities  in the Sta te and performing embedded and marginal
cos t of service s tudies . Before leaving the Commiss ion, was  respons ible for directing a ll engineering s ta ff
during major ra te proceedings .

Electric power res tructuring, wholesa le and reta il wheeling ra tes , analys is  of load pockets  and market power,
dives titure, generation planning, power supply agreements  and expert witness  tes timony, reta il access , cos t of
service s tudies , ra te unbundling, ra te des ign and deprecia tion s tudies . Wholesa le power sys tem modeling with GE-
MAP S .

14=l.\wuenaeilmeu1

Wholesale Commodiqv Markets

Trans m is s ion Expans ion Planning - Various  Utilities  -- Member of Transmis s ion Expans ion Advisory Cormnittee
in the New England Power Pool - the Committee is  charged with the s tudy of transmiss ion expans ion needs  in the
deregula ted New England electric market. Ongoing

Locational Bas ed Pric ing - Reading Municipa l Light Department -- Us ing GE multi-a rea  production s imula tion
model (MAPS), analyzed New England wholesa le power market to cos t differences  between various  genera tors  and
load centers . 2003

Merchant P lan t Ana lys is - Confidentia l client - Us ing GE multi-a rea  production s imula tion model (MAPS),
ana lyzed New York City wholesa le power market to determine economics  of res tructuring PURPA era  contract to
market priced contract. 2002
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Marke t Price  Forecas ting - El Paso Merchant Energy - Ana lyzed New England power market us ing MAPS for
purpose of pricing natura l gas  supply in order to ensure that plant was  dispatched a t 70% capacity factor as  required
under its  gas  supply contract. 2002

Marke t Price  Ana lys is - Novo Windrower - Ana lyzed hourly market price da ta  in New York for each load zone in
Sta te in order to optimize loca tion of new wind power projects . 2002

Gas Aggregation -- Village of Ilion - Advised client on costs/benefits of aggregating residential gas customers for
purpose of gas purchasing. 2002

Gas  Procurem ent - Albany County, New York -. Ass is ted client in ana lys is  of economics  of exis ting gas  purchase
contract, negotia ted termination of contract, des igning reques t for proposa l for new natura l gas  supply. 2000

HQ Prudence Review - Selected by Vermont Public Service Board to perform prudence review power supply
contract between Hydro Quebec and Central Vermont Public Service Corporation. 1998

Wholes ale  Power Supply - Prepared comprehens ive RFP to optimize power supply for Solvay municipa l utility by
complementing exis ting low cos t power supplies  in order to entice new indus tn'a l load to loca te within Village.
1997

Analys is  of Load Poekets  and Market Power - Performed ana lys is  of load pockets  and market power in New
York Sta te, determined phys ica l and financia l measures  tha t could mitiga te market power. 1996

Study of APP Contracts and Impacts in New York Performed study to determine rate impacts of power purchase
contracts entered into by investor owned utilities and independent power producers (ImPs), separately measured rate
impacts resulting from statewide excess-capacity, determined level of non-optimal reserves for each utility. 1995

Power Purchas e Contract Policies  and Procedures - Directed NYSPSC Sta ff teams  in formula tion of short- and
long-run avoided cos t es timates  (LRACs) us ing production s imula tion model (PROMOD), forecas ted load and
capacity requirements , developed utility buy-back ra tes , presented expert witness  tes timony on buy-back ra te
es timates  and calcula tion methodologies , thereby implementing curta ilment of ImPs as  a llowed under PURPA.
1990-1994

Integra ted Res ource  Planning - Led NYSPSC Sta ff team's  examina tion of each utility's  IP  proces s  and
examination of impacts  of processes  and regula tory policies  influencing the decis ion malting process . 1994

Intrastate Wheeling Commission Transmission Analysis and Assessment ._ Chairman of NYSPSC Proceeding to
examine plans for meeting future electricity needs in New York State. Addressed measures for estimating and
allocating costs of wheeling, including embedded cost, short-run marginal cost and long run incremental cost
methods. 1990

Rate Setting

Econom ic Developm ent Rate - Massena  Electric Department - For municipa l electric utility, developed ta riffs  for
economic development ra tes  for new or expanded load.

Rate Cas e Cos t of Service Study - Villa ge of Ha milton, NY - For s ma ll municipa l e lectric utility, prepa red full
cos t of service s tudy before the New York Public Service Commiss ion. 2004

Ra te  S tudy - Pascoag Utility Dis trict - Reviewed the applica tion of the Power Authority of the S ta te of New York
to increase ra tes  to its  wholesale power customers . 2003

Ra te  S tudy - Kennebunk Power and Light Department - Performed ra te s tudy of new multi-year wholesa le power
contract agains t exis ting ra tes  to detennine impact on overa ll revenue recovery and cash flows  of utility. 2003
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Ra te Case Cos t of Service Study -- Village of Arcade, NY - For sma ll municipa l electric utility, a s s is ted in the
prepara tion full cos t of service s tudy before the New York Public Service Commiss ion. 2003

Rate Cas e Cos t of Service Study - Village of Philadelphia , NY - For s ma ll municipa l e lectric utility, a s s is ted in
the prepara tion frill cos t of service s tudy before the New York Public Service Commiss ion. 2003

Rate Cas e Cos t of Service Study - Villa ge of Ha milton, NY - For s ma ll municipa l e lectric utility, prepa red full
cos t of service s tudy before the New York Public Service Commiss ion. 2004

Rate Cas e Cos t of Service Study - Fillmore Gas  Company - For small na tura l gas  loca l dis tribution company,
performing cos t of service s tudy for interna l budget controls  and formal ra te case before the New York Public
Service Commiss ion. 2003

Ra te Case Cos t of Service Study - Rowlands  Hollow Water Works  - For sma ll wa ter company, performing cos t of
service s tudy for interna l budget controls  and formal ra te case before the New York Public Service Commiss ion.
2003

Standby Rates - Independent Power Producers  of New York - Analyzed reasonableness  of proposed s tandby ra tes
of Niagara  Mohawk Power Corpora tion, proposed a lternate ra te des igns ; participa ted in settlement negotia tions  for
new ra tes . 2002

Economic Development Rates .- Pascoag Utility District .- Designed new cost based economic development rates
charged to large industrial customer contemplating locating within the municipality. 2002

Munic ipa liza tion  S tudy -- Kennebunk Power and Light Department - Performed economic ana lys is  of municipa l
utility serving remaining portions  of Village not a lready served, performed va lua tion of the plant currently owned by
Centra l Maine Power. 200 l

Wa te r Ra te  S tudy .- Pascoag Utility Dis trict - Performed cos t of service s tudy for water utility; presented a lterna te
methods  of funding revenue requirement. 2001

Pole Attachment Rates - Middleborough Gas and Electric Department - Designed cost based pole attachment rates
charged to CATV customers. 2000

ISO Se rvice  Ta riff --
Service Tariffs . 2000

On behalf of three municipal utilities , analyzed cos t bas is  and proposed ra te des ign of ISO

City of Farmington, New Mexico municipa l electric department - Des igned cos t based
pole a ttaclnnent ra tes  for CATV cus tomers . 1999
Pole Attachment Rates

OATT Ra te s - On beha lf of four municipa l utilities  in New England - Developed cos t based annua l revenue
requirements  for regional network transmiss ion ra tes , represent utilities  before ISO New England committees  on
transmission rate setting issues. 1998-2004

Cons olidated Edis on Res tructuring - Member NYPSC Staff team _. Negotia ted Maj or res tructuring settlement
with Consolida ted Edison, which decreased utility's  ra tes  by $700 million over five years , implemented reta il access
program, performed ra te unbundling; dives titure of utility genera tion and the a llowance of the formation of a
holding company; accelera ted deprecia tion of generation, es tablished cus tomer education programs on res tructuring,
es tablished service qua lity and service reliability incentive to ensure tha t provis ion of electric service will diminish
as  competitive market emerges . The agreement served as  the templa te for res tructuring in New York. 1997

Cos t-of-s ervice  Review and Rate  Unbundling - Performed ra te unbundling of reta il ra tes  of Orange & Rocldand
Utilities , Inc. to facilita te delivery of New York Power Authority energy to cus tomer loca ted in Orange &
Rockla nd's  s ervice territory. 1992
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Vintage  Year Salvage  and Study - Managed joint s tudy of s ta ff from Roches ter Gas  and Electric Corpora tion and
NYSPSC to determine feas ibility of us ing vintage year sa lvage accounting for determining future sa lvage ra tes .
1985

Environmental Issues

Energy Conservation Study -- Pascoag Utility District - Designed energy conservation rebate program based on
cost benefit study of various alternatives. Program funded through State mandated collection of energy
conservation monies from ratepayers. 2002

Cle a n  Air Ac t La ws u it - New York S ta te Attorney Genera l - Inves tiga ted modifica tions  made a t coa l fired
genera ting units  of New York utilities  to determine whether major modifica tions  were made with obta ining pre-
cons truction permits  as  required by the prevention of S ignificant Deteriora tion (PSD) provis ions  of the Act. 1999-
2002.

Environm enta l Im pact Study and Sim ula tion  Modeling  Analys is - Ana lyzed potentia l environmenta l impacts  of
res tructuring electric indus try in NY us ing production s imula tion model PROMOD. 1996

Renewable Res ources .- Project Leader in NYSPSC proceeding regarding development and implementa tion of
utility plans  to promote use of renewable resources . 1995

Environm enta l and Econom ic  Im pacts  Study - Directed s tudy of pool-wide power plant dispa tch with
environmenta l adders  to determine environmenta l and economic effects  of dispa tching electric power plants  with
monetized environmenta l adders . 1994

Clean  Air Im pac t S tudy - Directed s tudy of effects  of the Clean Air Act of 1990. Measured s ta tewide cos t s avings
if ca ta lytic reduction control facilities  were elected to comply with 1990 Clean Air Act Amendments , ins ta lled
components  on units  in metropolitan NY region. 1994

Environm ental Externalities  and Socioeconom ic Im pacts Study - Managed NYSPSC proceeding to determine
whether to incorpora te environmenta l cos ts  into Long-Run Avoided Cos ts  for the Sta te 's  electric utilities . S tudy
purposes : explore the socioeconomic impacts  of electric production as  compared with DSM, monetize
environmenta l impacts  of e lectricity. 1993

Case 07-M-0906 - Energy Eas t and Iberdola  - On behalf of Nucor Steel, Auburn, Inc. examined the reasonableness
of the proposed Acquis ition of Energy Eas t Corpora tion by Iberdrola  merger. 2008

Case 07-E-0523 - Consolida ted Edison - Electric Ra tes  -- On beha lf of County of Wes tches ter tes tified to the
reasonableness  of the Company's  proposal to increase reta il electric ra tes  by over $1 .2 billion or 33%. 2007

Docket Nos . ER07-459-002, ER07-513-002, and EL07-11-002 - Vermont Transco -- on beha lf of the Vermont
Towns  of Stowe and Hardwick, and the Villages  of Hyde Park, Johnson and Morrisville on whether the direct
ass ignment and ra te impacts  of a  proposed transmiss ion line were with current policy of the Federa l Energy
Regula tory Commis s ion 2007

Docket No. 07-05-19 - Aquarion Water Company - On beha lf of the Connecticut Department of Utility Control
examined the reasonableness  of the utility's  proposed revenue a llocation, ra te des ign, weather normaliza tion and
deprecia tion ra tes  2007

Docket No. E-04204A-06-0783 - UNS Electric - On beha lf of the Arizona  Corpora tion Commiss ion tes tified on the
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reasonableness  of the utility's  proposed revenue a lloca tion and ra te des ign. 2007

Docket Nos . 06-11022 and06-11023 - Nevada  Power Company - On beha lf of the S ta ff of the Nevada  Public
Utilities  Commiss ion tes tified on the reasonableness  of the utility's  proposed deprecia tion ra tes  and expense levels

Case 06-G-1186 -. KeySpan Delivery Long Is land - on beha lf of the Counties  of Nassau and Suffolk ana lyzed the
Company's  proposed ra te des ign and its  for amortiza tion of cos ts  for expenditures  rela ting to Manufactured Gas
P la nts . 2007

Case 06-M-0878 ..-. National Grid and KeySpan Corporation -- on behalf of the Counties  of Nassau and Suffolk
analyzed the public benefit of the proposed merger, customer service, demand s ide management programs, ra te
relief as  it rela tes  to competition and cus tomer choice, the repowering of the exis ting genera ting s ta tions  on Long
Is land, and the remedia tion of contamina tion caused by Manufactured Gas  Plants . 2007

Docket No. EL07-11-000 - Vemiont Transco -- on beha lf of the Vermont Towns  of S towe and Hardwick. and the
Villages  of Hyde Park, Johnson and Morrisville evaluated whether the proposed and subsequently abandoned
allocation of cos ts  for the Lamoille County Project was  reasonable and whether the direct ass ignment and ra te
impacts  of a  proposed transmiss ion line were with current policy of the Federa l Energy Regula tory Corruniss ion

Case 05-S-1376 -. Consolida ted Edison - Steam Rates  -- On behalf of County of Westches ter tes tified to the
reasonableness  of the method of a llocating cos ts  between the utility's  s team sys tem and its  electric sys tem. 2006

Docket No. 06-48-000 - Bra intree Electric Light Department - On beha lf of the municipa l utility presented an cos t
of service s tudy used to calculate the annual revenue requirement for a  generating s ta tion that was  deemed to be
required for re lia bility purpos es . 2006

Case 05-E-1222 - New York Sta te Electric and Gas  Corpora tion - On beha lf ofNucor S teel, Auburn, Inc. examined
the reasonableness  of the utility's  proposed average service lives , forecas t net sa lvage figures , and proposal to
s witch from whole life  to rema ining life  method. 2006

Docket No. 05-10004 - S ierra  Pacific Power Company - On beha lf of the S ta ff of the Nevada P ublic Utilities
Commiss ion tes tified on the reasonableness  of the utility's  proposed electric deprecia tion ra tes  and expense levels

Docket No. 05-10006 - S ierra  Pacific Power Company .- On beha lf ofthe  S ta ff of the Nevada  Public Utilities
Commiss ion tes tified on the reasonableness  of the utility's  proposed gas  deprecia tion ra tes  and expense levels . 2006

Docket No. ER06-17-000 - ISO New England, Inc. -- On beha lf of a  group of municipa l utilities  in Massachusetts
prepared an affidavit on the reasonableness  of proposed changes  to the Regional Network Service transmiss ion
revenue requirements  ra te setting formula . 2005

Case 04-E-0572 - Consolida ted Edison - Electric Rate -. On behalf of the County of Wes tches ter tes tified to the
reasonableness  of the Company's  revenue a llocation amongst service classes  and the company's  fully a llocated
embedded cos t of service s tudy. 2004

Docket No. 04-02-14 .- Aquarion Water Company - On beha lf of the Connecticut Department of Utility Control
examined the reasonableness  of the utility's  proposed deprecia tion ra tes , weather normaliza tion proposal and certa in
operation and maintenance expense forecas ts . 2004

Docket No. U-13691 - Detroit Therma l, LLC - On beha lf of the Henry Ford Hea lth Sys tems  tes tified on the
reasonableness  of the utility's  proposed default ta riffs  for s team service. 2004

Docket No. 04-3011 - Southwes t Gas  Corpora tion - On beha lf of the S ta ff of the Nevada  Public Utilities
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Commission testified on the reasonableness of the utility's proposed depreciation rates and expense levels. 2004

Docket No. ER03-563-030 -- Devon Power, LLC, et a l..-. On beha lf of the Welles ley Municipa l Light P lant filed a
prepared a ffidavit with FERC with respect the proposa l of ISO New England, Inc. to es tablish a  loca tiona l Ins ta lled
Capability market in New England

Docket No. 03-10002 - Nevada  Power Company - On beha lf of the S ta ff of the Nevada  Public Utilities
Commiss ion tes tified on the reasonableness  of the utility's  proposed deprecia tion ra tes  and expense levels . 2004

Case 03-E-0765 - Rochester Gas and Electric Corporation - Before the New York Public Service Commission
submitted testimony on rate design, rate unbundling, depreciation, commodity supply and reasonableness and
ratemaking treatment of proceeds from the sale of a nuclear generating plant. 2003

Ne w York S ta te  De pa rtm e nt of Ta xa tion a nd Fina nce  Ve rs us  Brooklyn Na vy Ya rd Coge ne ra tion P a rtne rs
Tes tified on beha lf of independent power producer in income tax case regarding tax payments  a s socia ted with gas
used to produce electricity. Tes timony focused on ra temaking policies  and practices  in New York Sta te. 2003

Docket No. 2930 -. Narragansett Electric - Before the Rhode Is land Public Utilities  Commiss ion submitted
tes timony on the reasonableness  of the utility's  proposed shared savings  filing and its  implica tions  for the overa ll
reasonableness  of the Company's  dis tribution ra tes . 2003

Docket No. 03-07-01 - Connecticut Light and Power Company - Before the Connecticut Department of Public
Utility Control testified to the recovery of "federally mandated" wholesale power costs. 2003

Docket No. ER03-1274-000 - Boston Edison Company - Before the Federal Energy Regulatory Corrnnission
submitted affidavit on the reasonableness of the utility's proposed depreciation rates and expense levels. 2003

Case 210293 - Corning Incorpora ted - Before the New York Public Service Commiss ion submitted an a ffidavit on
certa in actions  of New York Sta te Electric & Gas  Corpora tion regarding the wholesa le price of power in New York
and the utility's  billing practices  as  they rela te to flex ra te contracts . 2003

Case 332311 - Nucor Steel Aubuni. Inc. - Before the New York Sta te Public Service Commiss ion submitted an
affidavit on certa in actions  of New York Sta te Electric & Gas  Corpora tion regarding the wholesa le price of power in
New York and the utility's  billing practices  as  they rela te to flex ra te contracts . 2003

Case 6455/03 - Prepared affidavit for cons idera tion by the Supreme Court of the Sta te of New York as  to the
purpose, need and fuel choice for the Jamaica  Bay Energy Center (Jamaica  Bay) as  it rela ted to good utility planning
practice for meeting the energy needs  of utility cus tomers . 2003

Case 00-M-0504 -- New York State Electric and Gas Corporation - Reviewed reasonableness of utility's fully
allocated embedded cost of service study and proposed unbundled delivery rates. 2002

Docket No. TX96-4-001 - On beha lf of the Suffolk County Electrica l Agency proposed unbundled embedded cos t
ra tes  for wheeling of wholesa le power across  dis tribution facilities . 2002

Case 00-E-1208 - Consolida ted Edison: Electric Rate Res tructuring - On behalf of Westches ter County, addressed
reasonableness  of having differentia ted delivery services  ra tes  for New York City and Westches ter. 200 l

Case 01-E-0359 - Petition of New York S ta te Electric & Gas  - Multi-Yea r Electric Price Protection P lan
Addressed reasonableness  of Price Protection Plan (PPP), presented alternative rate plan that called for 20%
decrease in utility's  base ra tes . 200 l

Case 01-E-0011 -- Joint Petition of Co-Owners  of Nine Mile Nuclear Station .-- Addressed the reasonableness  of the
proposed nuclear asset sale and the ratemaldng treatment of the after gain sale proposed by NYSEG. 2001
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Docket No, EL00-62-005 - ISO New England Inc. - Submitted affidavit on reasonableness of ISO's proposed
$4.75/kW/month Installed Capability Deficiency Charge. June 2001

Docket No. EL00-62-005 - ISO New England Inc. - Submitted affidavit on reasonableness of proposed
$0.17/kW/month Installed Capability Deficiency Charge. January 2001

Docket No. 2861 - Pascoag Fire District: Standard Offer, Charge, Transition Charge and Transmission Charge
Testified on elements of individual charges, procedures for calculation and reasons for changes from previous filed
rates. 2001

Case 96-E-0891 - New York State Electric & Gas: Retail Access Credit Phase - On behalf of a large industrial
customer, testified on cost of service considerations regarding NYSEG's eaniings performance under the terms of a
multi-year rate plan and the appropriate level of Retail Access Credit for customers seeking alternate service from
alternate suppliers. 2000

Docket No. ER99-978-000 - Boston Edison Company: Open Access Transmission Tariff - Testified on design
revenue requirement, and reasonableness of proposed formula rates proposed by Boston Edison Company for
calculating charges for local network transmission service under open access tariff. 1999

Docket Nos. OA97-237-000, et. al. - New England Power Pool: OATT - Testified on design, revenue requirement
and reasonableness of proposed formula rate for transmission service, testified to proposed rates, charges, terms and
conditions for ancillary services. 1999

Docket No. 2688 - Pascoag Fire District: Electric Rates ... Testified on elements of savings resulting from
renegotiation of contract with wholesale power supplier and presented analysis that justified need for and amount of
base rate increase. 1998

New York State Depamnent of Taxation and Finance Versus Zap co Energy Tactics Corporation - Testified on
behalf of independent power producer in income tax case regarding tax payments associated with electric
interconnection equipment. Testimony focused on policies and practices faced in doing business in New York
State. 1998

Docket No. 2516 - Pascoag Fire District: Utility Restructuring - Testified on manner and means for utility's
restructuring in compliance with Rhode Island Utility Restructuring Act of 1996. Testimony presented a
methodology for calculating stranded cost charge, unbundled rates, and new terms and conditions of electric services
in deregulated environment. 1997

Case 94-E-0334 - Consolidated Edison: Electric Rates - Led Staff team in review of utility's multi-year rate filing
seeldng increased rates of $400 million. Directed team in review of resource planning, power purchase contract
administration, and Nye] and purchased power expenses and testified on reasonableness of company's actions
regarding buy-out of contract with an independent power producer and renegotiation of contract with another
independent power producer. Lead negotiations for multi-year settlement and perfonnance-based ratemaking
package that resulted in a three-year rate freeze. 1994

Case 93-G-0996
rates. 1994

Consolidated Edison: Gas Rates - Testified on reasonableness of utility's proposed depreciation

Case 93-S-0997 - Consolidated Edison: Steam Rates
steam utility system. 1994

Testified on reasonableness of utility's resource planning for

Case 93-S-0997 and 93-G-0996 -- Consolidated Edison: Steam Rates - Testified on reasonableness of multi-year
rate plan proposed by the utility. 1994

Case 94-E-0098 - Niagara Mohawk: Electric Rates - Reviewed utility's management of its portfolio of power
purchase contracts with independent power producers for the reasonableness of recovery of costs in retail rates
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1994

Case 93-E-0807 - Consolidated Edison: Electric Rates -- Testified on rate recovery mechanism for costs associated
wide termination of five contracts with independent power producers. 1993

Case 92-E-0814 -. Petition for Approva l of Curta ilment Procedures  - Tes tified on methodology for es timating
amount of power required to be curta iled and s ta ffs  es timate of curta ilment. 1992

Case 90-S-0938 -. Consolidated Edison: Steam Rates -- Testified on reasonableness of utility's embedded cost of
service study, and proposed revenue re-allocation and rate design. 1991

Case 91-E-0462 - Consolida ted Edison: Electric Ra tes  - Implementa tion ofpa itia l pass -through fuel adjus tment
incentive clause. 199 l

Case 90-E-0647 - Roches ter Gas  and Electric: Electric Rates  - Analys is  and es timation of monthly fuel and
purchased power cos ts  for use in utility's  performance based partia l pass-through fuel adjus tment clause. 1990

Case 29433 - Central Hudson Gas and Electric: Electric Rates - Analysis of utility's construction budgeting
process, rate year electric plant in service forecast, lease revenue forecast, forecast and rate treatment of profits from
sales of wholesale power and estimation of fuel and purchased power expenses for use in the utility's partial pass-
through fuel adjustment clause. 1987

Case 29674 .- Roches ter Gas  and Electric: Electric Ra tes  - Review of utility's  his toric and forecas t O&M
expenditure levels  forecas t and ra te trea tment of profits  from wholesa le power, and es timation of fuel and purchased
power expenses , and price out of incremental revenues  from increased reta il sa les . 1987

Case 29195 -.- Centra l Hudson Gas  and Electric: Electric Rates  - Review of utility's  cons truction budgeting process ,
analys is  of ra te year electric plant in service, forecas t and ra te trea tment of profits  from sales  of wholesa le power,
and es timation of fuel and purchased power expenses . 1986

Case 29046 - Orange and Rockland Utilities : Electric Rates  - Tes tified on the reasonableness  of the utility's
proposed deprecia tion ra tes  and expense levels . 1985

Case 28313 - Centra l Hudson Gas  and Electric: Electric Rates  -.- Review of utility's  cons truction budgeting process ,
analys is  of ra te year electric plant in service forecas t, review of ra te year operations  and maintenance expense
forecas t, forecas t and ra te trea tment of profits  from sales  of wholesale power, es timation of fuel and purchased
power expenses . 1984

Case 28316 -- Rochester Gas and Electric: Steam Rates - Price out of steam sales including the review of historic
sales growth, usage patterns and forecast number of customers. 1984

Multiple Interveners  Annua l Conference -- What Will Impact Market Prices?  1998, Syracuse, New York - Speaker
on the impact tha t deregula tion would have on market prices  for large indus tria l cus tomers .

IBC Conference - Success ful Stra tegies  for Negotia ting Purchased Power Contracts , 1997, Washington, DC -
Speaker on NY power purchase contract policies , ra tepayer valuation, contract approval process  and policy on
recovery of buyout cos ts .

Gas  Daily Conference - Fueling the Future: Gas ' Role in Priva te Power Projects , 1992, Hous ton, Texas  - Panel
member address ing changing power supply requirements  of electric utilities .
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Member Municipa l Electric Utility Associa tion, Northeas t Public Power Associa tion and New York S ta te ISO.
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